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ANNUAL MEETING 


The Fortieth Annual Meeting of The Dominion Asso- 
ciation of Chartered Accountants will be held in the Palliser 
Hotel, Calgary, on Wednesday 19th August 1942 for the 
reception of reports, election of officers, amendment of by- 
laws and for such other business as may be brought before 
the meeting. 

Th: Council will meet Monday afternoon, the 17th, all 
day Tuesday and at the close of the general session of the 
annual meeting on Wednesday. 

The resolution respecting the amendment of by-law 5 
of the Association is published in the ‘General Notes” col- 
umn of this month’s issue. 


M. C. McCannel, 
President. 
Edmonton, Alberta, 
15th May 1942. 
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Editorial Comment 
(Contributed ) 


Under the operation of the open market without 
Price restrictions, prices act as a tool by means of which 
Control scarce resources are allocated between the dif- 

ferent members of the community. If the resour- 
ces available become scarcer and the purchasing power in 
the hands of the community remains stable or increases, the 
allocation of the available resources will be brought about, 
other things remaining equal, by a rise in the price level. 
In our wartime economy this rise in prices represents the 
bogey “inflation.” 


From the simple example cited the rise in prices may be 
traced to the operation of two factors—a scarcity of re- 
sources and the presence of a stable or increasing amount 
of purchasing power. If “inflation” is to be controlled other 
than by direct government action the steps which must be 
taken are either to augment the supply of scarce resources, 
to draw off a certain amount of the available purchasing 
power, or a combination of both. Up to the point where a 
relatively full employment of resources occurs, an increase 
in the supply of resources takes place; but once the point 
of full employment of resources has been reached and a di- 
version of resources is required from consumption to war 
effort, the scarcity of resources for consumption will result 
in inflation if sufficient purchasing power is not withdrawn 
from the members of the community. 


Two schools of thought have arisen over the question as 
to whether or not the problem of inflation may be met with- 
out active government regulation of all prices. The opera- 
tion of the two schools side by side may be seen on our own 
continent. 


The United States Price Administration has to date 
taken the stand that if the excess purchasing power “infla- 
tionary gap” may be successfully closed then individual 
price increases may be successfully dealt with as they arise, 
and “inflation” will not occur. The joker in the assumption 
appears to be the closing of the inflationary gap. The de- 
gree to which prices have and are still rising in the United 
States appears to indicate the partial failure which the 
administration has met in closing the “inflationary gap.” 
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Since August 1939 the prices of farm products in the 
United States have risen over 65%; and those of food, 
textiles and leather products have risen almost 40%, while 
the general wholesale price level has risen 30% and the 
cost of living 15%. 

The seven-point anti-inflationary program placed before 
Congress by the President of the United States indicates 
that partial steps at least are being taken in the United 
States to establish a price ceiling and thus directly control 
the cost of living. The degree to which the policies sug- 
gested succeed in stabilizing the cost-of-living index and 
thus indirectly control farm and labour prices will measure 
whether or not the policy of a partial ceiling on prices meets 
successfully the challenge of the rising spiral of prices. 

The alternative school of thought is operative in Canada 
where in the later part of 1940 an over-all price ceiling under 
government regulation was adopted as the most effective 
means of meeting the inflation menace. This plan known as 
the “Baruch Plan” was first advanced by Bernard Mannes 
Baruch, Chairman of the War Industries Board of the 
United States during World War I. He has long proposed 
that the whole price structure of the United States be frozen 
as the only effective means of meeting the problem of infla- 
tion. “The obvious way to do this is simple: by proclama- 
tion to decree that every price in the whole national pat- 
tern as of that determined date shall be the maximum that 
may thenceforth be charged for anything—rents, wages, in- 
terest rates, commissions, fees—in short, the price for every 
item and service in commerce.” 

The policy of an over-all ceiling of prices has in turn 
been supplemented by a virulent policy of taxation and 
borrowing aimed at removing sufficient excess purchasing 
power so as to prevent the necessity of further government 
regulation in the form of rationing. 


Sir Kingsley Wood in a budget speech before 
Taxes, the British House remarked that “the pri- 
Borrowing mary object” of his proposals was “not to 
and Savings obtain taxation for taxation’s sake, nor to 

raise revenue for the sake of revenue, but 
to make a considerable cut in purchasing power during the 
war.” 
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Henry Simon Bloch, in discussing “Consumer Spending 
and Inflation” in the March 1942 bulletin of the National 
Tax Association, makes the statement that “one does not 
buy a bond to provide the government with the currency 
necessary to get a bomber. If need be the government could 
create the money. The bonds shall be bought to free essen- 
tial material and labour for war purposes and to keep prices 
down.” 

The above quotations covering the fields of taxation and 
borrowing by the government indicate a common purpose 
in each, namely, of cutting into purchasing power, and each 
is of significance in war finance to the degree that it meets 
the end specified—cutting into effective purchasing power. 

The cutting into purchasing power referred to is essen- 
tially a measurement of the extent to which the above 
factors result in restraining a rise in the standard of living 
of the individuals contacted through these factors. If taxa- 
tion or borrowings merely represent a transfer from what 
would otherwise have been saved with no appreciable brake 
upon the rise in the standard of living they fail in part 
in fulfilling their essential purpose in the wartime economy. 

The present system of income taxation in Canada is 
designed, due to its progressive nature, to place the burden 
of taxation upon those income groups where savings form 
an important element. The result, although satisfactory in 
a peacetime economy where the standard of taxation is 
“ability to pay,” is unsatisfactory in a wartime economy 
where the standard becomes “an increased capacity to buy.” 
Whether or not the present form of income taxation can be 
successfully remodelled to meet the requirements of the 
wartime economy cannot yet be answered. 

An examination of our recent loan subscribers shows 
that among the larger subscribers are industrial concerns, 
insurance companies and certain of the members of the 
higher income brackets. The extent that the borrowings 
absorbed by the agencies mentioned represent funds which 
would not otherwise have been saved is not known. The 
Economist (London) in referring to the recent “Warships 
Weeks” states, “the only merit of these corporate sub- 
scriptions (which would, of course, have found their way 
to the Exchequer in any case) is if they serve to stimulate 
private subscriptions.” 
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EDITORIALS 


A recent bulletin published by Dun and Brad- 
Financing street, Inc., on “Credit Problems in a War 
Defense Economy” states that in the United States 
Production “the solutions to the financial problems caused 

by inadequate net working capital and mush- 
rooming production, problems of meeting larger payrolls, 
of purchasing heavy raw material requirements, of carry- 
ing greatly increased inventories and heavier receivables, 
are to be found in the lending operations of commercial 
banking institutions, of Federal Reserve Banks, of the Re- 
construction Finance Corporation, and of the War and Navy 
Departments of the Federal Government.” 


The signficance of the means of financing used within a 
war economy lies primarily in whether or not the fruits 
of such financing are inflationary or non-inflationary in 
nature. It appears from the above statement that com- 
mercial banks in the United States either directly or in- 
directly are meeting the needs of industry in the financing 
of their working capital requirements. The creation of this 
additional purchasing power by the commercial banks at 
a time when the aim is to cut down on the available pur- 
chasing power is inflationary in nature and presents one of 
the major problems which the United States Price Ad- 
ministration is now facing in its efforts to control the 
rising price level. 


J. Douglas Gibson in reviewing “The Banking Figures in 
Wartime” published in the April 1942 issue of The Canadian 
Banker indicates in general the policy of Canadian banks in 
the field of financing defense production. “That policy is 
to raise as much money as can feasibly be spent for war 
purposes and at the same time to take all steps consistent 
with this overriding objective to prevent inflation. An 
important aspect of this policy is certainly to prevent any 
undue expansion of bank credit. And here, as the banking 
figures show, the record has been thus far a good one.” 


An analysis of the detail included in the changes which 
have occurred in bank credit in Canada over the war period 
1939-1941 indicates several reasons why the increase has 
not been greater. The more significant of these are the 
lack of activity in the financial markets, the improvement 
in corporate earnings which enables internal financing to be 
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carried on and the fact that many concerns entered the 
war period with strong liquid working capital positions. 


The recent opinion expressed by the Secur- 
Consolidated ities and Exchange Commission (U.S.A.) 
Accounts on the question of the treatment of sub- 

sidiaries in consolidated statements is note- 
worthy in that it is recognized that a change in the basis 
of consolidation represents a change in accounting procedure 
calling for a qualification in the auditors’ report. 


The qualification in the auditors’ report does not provide 
the shareholder with all the information he should have in 
order to permit him to judge the effect of a change in the 
basis of consolidation. The recently published balance sheet 
of a Canadian industrial corporation will serve as an illus- 
tration of the point in question. The interest of the hold- 
ing company in a _ subsidiary company was formerly 
represented in the balance sheet in the item “investments in 
subsidiary companies.” The consolidated balance sheet of 
the holding company presented for the year ending 31st 
December 1941 included the assets and liabilities of the 
subsidiary company. No reference was made to the change 
in the basis of consolidation in the auditors’ report to the 
shareholders, although a specific reference was made to 
the situation in the president’s report to the shareholders 
in the following terms: “The principal effects on the balance 
sheet arising from this change are a reduction in the in- 
vestment in subsidiary companies and an increase in the 
capital assets and in the reserve for depreciation.” An 
examination of the comparative balance sheets of the com- 
pany in question did not altogether bear out the president’s 
remarks. To be properly effective, the consolidated balance 
sheet should have been supported by a balance sheet of the 
subsidiary concerned. 


The above-mentioned point is merely one of several 
which might be raised in connection with consolidated ac- 
counts. Great stress has been laid of recent years on the 
importance of the income account, and this leads us to the 
question as to whether or not the requirements of the 
Dominion Companies Act in regard to the disclosure of 
earnings of subsidiary companies not consolidated go far 
enough. Where the results of operation of a subsidiary are 
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consolidated with those of the holding company, a reason- 
ably full disclosure of the income of the holding company 
and its subsidiary companies viewed as one enterprise is 
made; not so where one or more of the subsidiaries are not 
consolidated. 

Under section 114 of the Dominion Companies Act the 
auditors are required to annex a statement to the balance 
sheet of the holding company stating how the profits and 
losses of subsidiary companies not consolidated have been 
dealt with in the accounts of the holding company, but it 
is not necessary to specify in such statement the actual 
amount of the profits and losses of any subsidiary company, 
excepting where full provision has not been made for losses 
or when the amounts, treated by the holding company as 
income received or receivable from subsidiaries, exceed the 
profits of the subsidiaries. This provision ensures that 
losses of subsidiary companies will be provided for or dis- 
closed but does not require disclosure of profits earned in 
excess of dividends received. 

Certain auditors in their reports to the shareholders do 
go beyond the strict requirements of the Act but in the 
majority of cases this procedure is not followed. 

The following is an extract taken from the auditors’ 
report to the shareholders of a Canadian corporation where 
information in regard to earnings of subsidiaries not con- 
solidated was given beyond the requirements of the Com- 
panies Act: 

Profits have only been taken credit for in the accounts of .... 
and in the attached balance sheet, to the extent of dividends 
received by the parent company from such subsidiary companies; 
the company’s proportion of the aggregate net profits of such 
subsidiary companies for the year 1941 exceeded the dividends 


received in 1941 by $.... after deducting from such excess the 
income taxes (at present rates) which would be payable. 


The question of disclosure of the earnings of subsidiary 
companies where the accounts of the subsidiaries are not 
consolidated with those of the parent company is one which 
should perhaps be given further consideration by Canadian 
companies and the accounting profession. 
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THE STORY OF A FAILURE 


By H. D. Clapperton, Chartered Accountant, 
Montreal 


Editor’s Note: Mr. Clapperton needs no introduction to our readers. 
We welcome his contributions.—A.H.C. 


— possibly to the collapse of the Darien scheme in 
1698 the greatest failure that Scotla’ 1 has known was 
the failure of the City of Glasgow Bank in 1878. 

The Darien failure was notable because it happened at a 
time when Scotland was a comparatively poor country. The 
scheme was an effort to develop trade and commerce in 
which at that time Scotland was lacking. Such wealth as 
Scotland possessed was largely in the hands of the holders 
of land and it was they who furnished the capital. For this 
reason it was raised in small amounts so that the effect of 
the failure was widespread and produced a result out of 
proportion to the amount involved. The Darien scheme 
further was a national effort and the hardships and loss 
endured by the colonists who attempted to settle the 
Isthmus would alone have made the failure memorable. Thus 
the Darien scheme, although the amount involved was noth- 
thing like the loss of the City of Glasgow Bank, was a 
national calamity. The City of Glasgow Bank failure, in 
contrast, was something less. 

What made the collapse of the City of Glasgow Bank 
memorable was the magnitude of the sum lost, the reckless 
conduct of the directors and manager and the widespread 
ruin that resulted to many holders of the bank stock. Like 
a stone cast into a pond the ripples of the failure spread out 
in ever widening circles and affected the lives and conduct 
of people directly and indirectly. In the train of the bank’s 
failure there followed lawsuits. In some the suitability of 
the bank’s stock as an investment for trust estates was con- 
sidered. The judgment in one of these cases contains such 
sound counsel that no apology is made for quoting it. 


It is contended that as the stock belonged to the Truster him- 
self, and as he left it as part of his trust estate, the Trustees were 
thereby authorized to retain it, or some portion of it, if they 
thought fit. Now I am not able to give effect to that contention. 
It appears to me that the retention by Trustees, after a reasonable 
time for realization of an investment which they had no power 
themselves to make, is as much of a breach of duty as if they 
had made it themselves, unless the Truster has in some way 
authorized them to retain it. While the Truster is alive he is 
absolute master of his own estate, and he may do with it what 
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he will. He may be of opinion that by his superior knowledge 
and skill he can invest in perilous undertakings with little risk 
of loss and great probability of gain, or he may choose to gratify 
his own desire for excitement by what other people would think 
to be imprudent speculation, and he may even to a certain extent 
be justified in speculating by a well-founded confidence in his own 
judgment and foresight. But Trustees receiving a conveyance of 
his estate from him mortis causa are not entitled to deal with it 
as if they were owners, and the deceased owner cannot reasonably 
be supposed, unless he has expressly said so, to authorize them 
to continue his speculations. He selects them, not with that view, 
but because he believes them qualified for a different office and 
purpose altogether—for prudent administration, realization and 
distribution. The limits of the Trustees’ powers and liabilities as 
to investment must depend, of course, primarily, on the provisions 
of the deed, if there be any deed, and otherwise on the rules of 
common and statute law, and not on the character and conduct of 
the Truster in the management of his affairs during his lifetime, 
or on enquiry how far he was a prudent and safe investor or a 
rash and imprudent speculator. Accordingly, I think, it is well 
settled that to retain an unsafe and improper investment after 
it could be converted and realized is equivalent as regards the 
duty and liability of Trustees, to making the same investment 
by the Trustees themselves. They are just as little entitled to 
continue the Truster’s imprudence as to commit it themselves. 


Unlimited Liability of Shareholders 

The City of Glasgow Bank was formed in 1839 with a 
capital stock of £1,000,000. As the time of its formation 
was prior to the Companies’ Act permitting companies to be 
formed with limited liability, the bank was unable to take 
advantage of that Act. The bank therefore was incorpor- 
ated with unlimited liability, a fact which was destined to 
bring loss and suffering to many people. In 1857 the bank 
had nearly failed but help was forthcoming and from 1857 
onwards it had been successful in its operations. By the 
year 1878 it had achieved an excellent standing. Dividends 
at the rate of 12% per annum were being paid and the 
stock of the bank was quoted on the stock exchange at 
236 per £100 of stock. 

The bank had its head office in Glasgow and conducted 
business through its branches, numbering 133. 

The paid-up capital of £1,000,000 was held by 1,249 
shareholders. Many were small shareholders, and holders 
with not more than £500 of stock each numbered 788 or 
more than 50% of the total. Shareholders with £100 or less 
accounted for over 20% of the total. 

Most of the directors were residents of Glasgow as was 
natural and it was the Glasgow directors who were prom- 
inent in the management of the bank. 
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At the time of its suspension the note issue of the bank 
was £863,000. 


No Audit Provided For 

There were no official auditors of the bank as audits 
were not compulsory. 

There was a perfunctory system of checking by the 
directors. The system consisted of the chief accountant 
reading the balances from the balance book and the directors 
checked these balances against the balances appearing in 
three separate books—the weekly balance book, the bran- 
ches balance book and the correspondents’ balance book. In 
the balance book each branch was treated as a debtor to 
or creditor of the bank. There did not appear in the bal- 
ance ledger the amount of deposits at any branch, the bills 
discounted or the cash in hand. 

From the evidence in the case the value of an audit by 
a skilled accountant was evident. Nor was the lesson lost 
on the proper authorities. In the year following the failure 
a short Act was passed making the audit of banks com- 
pulsory in Great Britain. Audits of industrial companies, 
however, only became necessary in Great Britain in 1900. 

Had there been an audit of any kind in the case of the 
City of Glasgow Bank it could scarcely have failed to reveal 
the falsification of the balance sheets. The proof of this 
statement is the fact that the examination made at the 
request of the other banks, when the City of Glasgow Bank 
applied to them for help, lasted between four and five hours. 
In that time a trained accountant was able to determine the 
position. The City of Glasgow Bank failed not because of 
any defalcation but because loans were made on poor secur- 
ity and further speculations made to recoup the losses from 
the loans. These also turned out bad and swelled the loss. 

The story opens in September 1878. Although in the 
previous month the bank had paid a dividend of 12% ru- 
mours were circulating that all was not well. It was said 
that the bank had been discounting an excessive amount of 
bills in London. Indeed rumour went further and said that 
the London banks had refused to discount any more paper 
for the bank. The Stock Exchange, if it heard the rumours, 
was apparently not paying much attention to these as the 
stock was still quoted at 236.. 
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Rumour is not always a lying jade. Although the public 
were unaware of the fact, the condition of the bank was 
serious. Due to the refusal of the London banks to discount 
any more paper the position of the bank was such that 
unless help were forthcoming it would be forced to close its 
doors. Application was accordingly made to the other 
Scottish banks for help in the crisis. The reply of the 
banks was that, if the position of the bank was not beyond 
help, such help would be forthcoming. But first it was neces- 
sary to ascertain independently the position of the bank 
in order to know if it was worth saving. Accordingly, the 
Scottish banks instructed Mr. Auldjo Jamieson, a. well 
known accountant in Edinburgh, to make a report on the 
condition of the City of Glasgow Bank. In the course of 
his short investigation he saw enough to show that the 
position of the bank was beyond hope. He reported to this 
effect to the banks and in view of his report it was decided 
to refuse help to the City of Glasgow Bank. On receiving 
this decision the directors felt that they had no option but 
to cease business, and accordingly, on 2nd October 1878, 
the bank closed its doors. There was no evidence of panic 
following the closing of the bank as although rumours were 
circulating, yet nothing was definitely known regarding its 
condition. Further, in order to allay any panic, the other 
banks agreed to accept the notes of the City of Glasgow 
Bank. 

Result of Investigation 

Following on the closing of the bank the directors de- 
cided that an independent investigation should be made of 
the position of the bank. This investigation was undertaken 
by a Glasgow chartered accountant and a Glasgow lawyer. 
Their investigation had not proceeded very far before they 
advised the directors that the bank should be put into liquid- 
ation and a meeting of the shareholders called. This advice 
was followed. A liquidator was appointed and a meeting 
of shareholders called. At this meeting the report of the 
investigators was submitted. It revealed a shocking state 
of affairs—worse indeed than anyone had anticipated. 

From the report it appeared that the bank was hope- 
lessly insolvent and that there were matters which might 
require airing in a court of criminal justice. Not only had 
the capital of the bank been lost but in addition there was a 
deficit of over five million pounds sterling. These were the 
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facts revealed by the investigation. Yet the balance sheet 
of the bank issued a few months earlier had shown the posi- 
tion of the bank as sound and had shown a balance at the 
credit of profit and loss account sufficiently large to war- 
rant the directors in declaring a dividend of 12%. Between 
this balance sheet and the balance sheet of the investigators, 
there was a difference that was irreconcilable except on the 
basis that the balance sheet of the bank in June 1878 was 
criminally false. The Crown accordingly decided to investi- 
gate and soon found sufficient grounds to justify a criminal 
charge being laid against the manager of the bank and the 
Glasgow directors. The trial that followed is a cause célébre 
and will be found fully reported in the Famous Trials series. 
Indeed, most of the material for this article came from 
that source. 

At the trial the Crown charged that the balance sheets 
had been falsified for years and proved it beyond any reason- 
able doubt. The balance sheet of the bank as at 5th June 
1878 and submitted to the annual meeting on 3rd July 1878 
was as follows: 

Abstract Balance Sheet as at 5th June 1878 
Liabilities 
Deposits at the Head Office and branches, and 


balances at the credit of banking correspondents £ 8,102,001. 0. 4 


Bank notes in circulation in Scotland and the Isle 
710,252. 0. 0 


Drafts outstanding, due, or with a currency not ex- 
ceeding twenty-one days, and drafts accepted by 
the Bank and its London agents on account of 
home and foreign constituents 1,488,244.18. 6 


Liabilities to the public £10,300,497.18.10 
Capital account £1,000,000. 0. 0 
Reserve fund 450,000. 0. 0 
Profit and loss 142,095.12.10 


Liabilities to partners 1,592,095.12.10 
£11,892,593.11. 8 


Assets 
Bills of exchange, local and country bills, credit 
accounts and other advances upon security .... £ 8,484,466. 9. 2 
Advances on heritable property, and value of Bank 


buildings and furniture at head office and bran- 
265,324. 9. 0 
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3. Cash on hand—viz: gold and silver 
coin and notes of other banks at 
head office and branches ...... £ 845,963. 1. 0 
Government stocks, exchequer bills, 
railway and other stocks and de- 
bentures, and balances in hands 
of banking correspondents .... 2,296,839.12. 6 3,142,802.13. 6 


£11,892,593.11. 8 


The Crown alleged that certain liabilities and assets in 
the balance sheet were understated and other assets over- 
stated as follows: 





Liabilities 
I goo ia cs Wiars Ses ww ers Wacol oss wireless understated £ 941,284 
Bank notes in circulation .................. understated 89,031 
SIN ogo ls s5:a sh 5 Gis ack kei orki es ore eee ee understated 1,393,008 
EE Sah cease ae eee aoa ies £2,423,323 
Assets 
Bills of exchange and other advances ...... understated £3,520,913 
a a er understated 48,696 
3,569,609 
Deduct: 
MN ne sve ea aeeec eas overstated £219,522 
Government stock .............. overstated 926,764 1,146,286 
PE aOR Sra aed. Kuaaee wes eid £2,423,323 


In addition, the Crown charged (1) the earnings of the 
bank for 1878 were overstated to the extent of £125,875 
and (2) a reserve fund to the extent of £450,000 was stated 
to exist, while in reality no such fund existed. 

The report of the investigators showing the loss of the 
bank’s capital and some £5,000,000 more caused consterna- 
tion to the shareholders, for the bank was incorporated with 
unlimited liability. 


Effect of Unlimited Liability 


In effect the bank was a partnership and under the law 
of Scotland each shareholder was a partner and conse- 
quently jointly and severally liable for the debts of the 
bank. As has been said, more than 50% of the shareholders 
represented holdings of £500 each or less. Bad as all this 
was there was worse to follow. It was discovered that the 
bank had been supporting the market in its own stock and 
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that of the total capital stock £153,000 was held by the bank 
itself. The effect of this holding was to reduce the capital 
stock so that over £5,000,000 of losses had to be met by 
stockholders holding £847,000 of stock. 

Calls on the shareholders to make good the losses of 
the bank caused panic and dismay. Endeavouring to meet 
the calls hundreds of families were reduced from affluence 
or competence to poverty according to the statement made 
by Lord Moncrieff in his charge to the jury. The two calls 
made on the shareholders amounted in all to £2,750 per 
£100 of stock, and it is reported that when these calls had 
been made the holders of only £88,722 out of the capital of 
£1,000,000 remained solvent. The creditors were eventually 
paid in full. 

At the trial which followed the failure, the whole in- 
credible story was disclosed. Apparently four firms had 
borrowed about 9/10 of the advances shown on the balance 
sheet and these firms were in no condition to repay. The 
four firms were more or less connected. These advances 
represented the bulk of the bank’s loss. 


Responsibility for Failure 

The manager at the time of failure had been manager 
for only three years although he had been employed by the 
bank for many years and was perfectly familiar with its 
condition. When he accepted the post of manager which 
three years later was to lead him to the criminal court, he 
asked the directors by letter to minute their approval of 
several accounts which he regarded as unsatisfactory and 
for which he said he accepted no responsibility. These were 
the advances of the four firms mentioned above. 

The directors’ minute merely recorded that “The direc- 
tors wish also to record on their own behalf the fact that 
the matters alluded to in the letter in question were not 
at any time brought before them by the late manager.” 
This letter and minute were produced in evidence and suf- 
ficed to prove that in 1875 the manager and directors were 
fully aware of the unsatisfactory nature of the advances. 
Notwithstanding this knowledge, advances continued to be 
made to these doubtful borrowers. One, whose advance in 
1875 was £1,380,000, in the following three years received 
additional advances of almost £800,000. In the same period 
two other insolvents received £300,000 and £230,000. 
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These advances were made to the debtors mainly with 
the idea that by speculating in Australian lands and Amer- 
ican stocks they might retrieve their position. The specu- 
lations were unsuccessful. 

Six months after his appointment, the manager and the 
directors were faced with the necessity of producing a bal- 
ance sheet for the shareholders. The balance sheet in 1876, 
the Crown charged was falsified as well as the balance sheets 
for the two succeeding years. There was no real defence 
made. Part of the manipulation of the balance sheet con- 
sisted in deducting overdrawn amounts from deposit ac- 
counts and showing the balance only as deposits. It was 
sought to justify this practice but the accounting witness 
for the Crown would not agree that this was proper unless 
the accounts crossed were those of the same person and 
representing the same interests. A half-hearted suggestion 
was made in the course of the trial that the manipulation 
of both sides of the balance sheet did not affect the figures 
standing at the credit of capital reserve and profit and loss. 
Said the Lord Advocate in reply: “In the first place, the 
general result of these is to reduce both sides of the ac- 
count, and, speaking in round figures, the result of the 
alterations in each of the years in question is to reduce 
the assets of the bank by a couple of millions or upwards, 
and to reduce the liabilities of the bank by a couple of 
millions or upwards. A question or two was put in the 
course of the evidence which seemed rather to suggest 
that some reliance was to be placed, on the part of the 
accused, upon the fact that the manipulation of both sides 
of the balance sheet resulted in the same figures standing 
at balance, as capital, reserve fund, and profit and loss. 
That is no test whatever of the proof or falsity of a balance 
sheet. The purpose of such a balance sheet or abstract 
is to disclose honestly to the shareholders and the public 
the amount of business the bank is doing, their turnover, 
the extent of their transactions; and it must be obvious to 
you that they might have altered the balance sheet by six 
or eight millions more, by taking that sum off both sides, 
with precisely the same result of leaving those figures stand- 
ing at balance as information to the public. But would 
that have been a right or proper thing to do—to suggest 
that the bank was carrying on a business of precisely half 
the extent with precisely half the amount of money got 
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upon deposit with which they were entrusted? It is a 
question for you, and I rather think that when you come 
to examine into details you will find that the general pur- 
pose of representing that the bank was doing a much 
smaller trade than it really was doing in money, was coupled 
with this, that it was also intended and calculated to repre- 
sent that they were doing a much better and a much sounder 
trade than they actually had. Because they diminished the 
amount of their liabilities by cutting off large sums—in this 
‘case we are always dealing with large sums—nothing short 
of hundreds of thousands and millions—on both sides of the 
account; and thus they put out of sight an enormous quan- 
tity of bill transactions which might give a clue to the 
public, who knew in a general way the amount of the deal- 
ings of some whom I shall call the leading customers of the 
bank—the gentlemen who absorbed a great deal of its 
capital from 1870 onwards, and who, at the time the bank 
stopped, had had advanced to them about three-fifths of 
the whole money the bank had lent. That was one object 
gained; but in order to keep the two sides of the account 
square they had to diminish the assets—that is to say, 
what they held in the shape of debts due to them and in 
the shape of investments and other securities. And how is 
that side of the account dealt with? Of course, at first 
it looks a very fair thing to reduce assets; but this is done 
in order to preserve the balance on the two sides of the 
account; and then this feature is very skilfully introduced 
—if you look at the top of the left-hand page, article 1, on 
the credit side—they frame their abstract so as to reduce 
bills of exchange and so forth, and that kind of stock-in- 
trade is reduced in 1878 by about three millions, which is 
more than the deduction from the other side of the account; 
but then they compensate for that by turning credit ac- 
counts—outstanding sums due them by customers—a por- 
tion of them, into government stock, exchequer bills, rail- 
way and other stocks, debentures and balances in the hands 
of foreign correspondents. In other words, while they dim- 
inish their assets upon the credit side of the account, they 
perform this further operation on the credit side of the 
account that they take off some from an inferior class of 
assets and add these to assets of a better class, thereby 
leading anyone who examined the balance sheet to believe 
that the bank had seven hundred thousand pounds or eight 
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hundred thousand pounds more of good investments than 
they in reality held, and about two millions less of floating 
bills and credit accounts, which they might or might not 
recover.” 

Consequences 

The jury considered the case proved and in deliberations 
lasting less than two hours found the manager and one 
director guilty of fabricating the balance sheets for 1876, 
1877 and 1878 and the other directors guilty of uttering 
and publishing balance sheets known by them to be false. 
The fabricators of the balance sheets received a sentence 
of 18 months’ imprisonment and the others a sentence of 
eight months. 

The subsequent history of the City of Glasgow Bank 
was that a company was formed by the solvent contribu- 
tories to acquire the remaining assets of the bank from 
the liquidator and realize these. It is pleasant to record 
that a profit was made by the company on its realizations 
as will be seen by the case of Assets Company Ltd. v. Forbes 
1897 3 T.C. 542. The judgment in that case was that no 
income tax was payable on the profit made on these realiza- 
tions. 


THE BACKGROUND OF THE INDIAN PROBLEM 
By Captain R. G. Cavell, Toronto, Ontario 


Editor’s Note: This is an address, in abbreviated form, given by 
Captain Cavell at the annual meeting of the Chartered Accountants 
Students’ Association of Ontario held in the Granite Club, Toronto, 
30th April 1942. Captain Cavell spent twelve years as a cavalry 
officer in the Indian army and served in Mesopotamia with Indian 
troops during the last Great War. On being wounded, he returned 
to India and later did considerable travelling, magisterial and diplo- 
matic work for the government in India in various parts of that 
country. After retiring from the army, Captain Cavell spent some 
years in Africa, then went into business in England, the organization 
of which entailed much travel throughout Europe. After some years 
in Europe, he took over the presidency of a company doing business 
in China and later that of a company doing business in Japan, and 
lived for some time in both these countries. When the war in China 
practically brought those businesses to a close he came to Canada where 
he now lives. During 1938 Captain Cavell again visited Europe and 
renewed his acquaintance with the European situation.—A.H.C. 


HE Indian question cannot be fully understood in terms 
of Western philosophy ; understanding of its great com- 
plexities is only possible in terms of Eastern philosophy. 
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Neither is it possible to understand this very complicated 
question without some acquaintance with the history of the 
British connection with India. 

We must go back to the 16th century and look at an 
India, particularly a Northern India, which had been largely 
unified by Akbar, and in which he had attained some 
semblance of political unity. 

Trade routes had been developed from India to the shores 
of the Mediterranean overland, but, owing to raids on these 
routes, they had always been precarious and finally had been 
destroyed. To find other trade routes to India, Portugese 
had gone around the Cape of Good Hope in the 15th cen- 
tury and had finally landed on the west coast of India, 
and they proceeded to impose a monopoly of Eastern trade 
more or less by force. 

The 16th century found the Dutch, the British and the 
French all more or less contesting the field. In the year 
1600, the East India Company obtained a royal charter 
which gave it the exclusive right of trade in the East so 
far as English companies were concerned; and it must be 
emphasized that trade, and trade only, was the objective 
of this British company at that time. 

The company sent a representative to the Mogul Em- 
peror at Delhi, and through this contact permission was 
obtained to establish trading posts, the first one being at 
Madras. Others were eventually founded at Bombay and 
Calcutta and the company’s trading operations were very 
successful. 

Control of Indian Trade 

There is an interesting period of history covering the 
contests between the European powers for trade domina- 
tion. Finally the Portugese, the Dutch and the French were 
ousted and the British company remained in more or less 
control of European trade with India. Here again it must 
be emphasized that all these operations were purely on a 
trading basis and that there was no attempt whatsoever 
on the part of the company at that time to rule or dominate 
India in any way. The company worked entirely as a for- 
eign trader with representatives at the Emperor’s court. 

Then came a period of great unrest in India; the last of 
the Mogul Emperors died and India—northern India in 
particular—fell into chaos. To protect its trading posts 
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during this unrest, the East India Company was compelled 
to hire men and train them, and gradually there came into 
being the East India Company’s army which was raised 
entirely in defence of its trading operations. Again an ex- 
ceedingly interesting piece of British and Indian history 
covers this period. The company’s army finally came out 
on top, and almost against its will the company found 
itself in charge of the country. 

It then proceeded to make arrangements with those 
Indian potentates it had not defeated, and so came into 
being the two parts of India: one under the control of the 
company and the other under the control of Indian po- 
tentates, whose descendants are heads of the Native States 
today. 

The Origin of British Rule 

Around the year 1770, the British parliament became 
concerned about the operations of the East India Company 
as the rulers of such a large part of India. Shortly after- 
wards a parliamentary committee was set up and certain 
government control was forced on the company. This gov- 
ernment control increased and the company’s individual 
power decreased, until in 1853 the company was finally dis- 
solved and the British government took over the full ad- 
ministration of British India. 

Then followed the setting up of the Indian Penal Code 
and other administrative machinery, and together with this 
there grew slowly but surely an Indian Nationalist move- 
ment. 

In 1885, there had met in Bombay under the Chairman- 
ship of Mr. Bonerji, a number of Indian gentlemen who 
were mostly Hindus and a small sprinkling of Parsees and 
Mohammedans. The matter discussed was the desiré of 
Indians for a larger share in the government, and so was 
born the Indian Congress Party. 

For some time it represented also Mohammedans. In 
1906, under the chairmanship of Mr. Saiyid Ahmed, the 
Mohammedans broke away; they founded the All-India 
Moslem League which has represented Mohammedan opin- 
ion ever since. 

It should be noted that neither at the first meeting of 
the Congress Party in 1885 nor at that of the All-Indian 
Moslem League in 1906 was there any bitterness or ariimos- 
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ity shown towards Great Britain or the British administra- 
tion in India. In fact, quite the contrary; at both meetings 
the freedom of British institutions was lauded and it was 
pointed out that under no other regime that India had 
ever known would such meetings have been possible and 
the foundation of such political organizations been encour- 
aged. 


Growth of Indian Nationalism 

However, as the strength of Indian national opinion grew 
during the years which followed, there evolved a struggle 
between this new force and British administration. Indians 
felt that British administration did not move fast enough 
towards their goal of an India controlled entirely by In- 
dians, and the British administration felt that 100% control 
by Indians could only be attained gradually as Indians ac- 
quired the necessary experience to administer such a vast 
country. 

As time went on other factors entered into the situa- 
tion, and their effect in widening the breach between Indian 
nationalist thought and British official administration was 
felt. For instance, the period covering Queen Victoria’s 
jubilees—1887 and 1897—gave rise to a certain wave of 
imperialist sentiment which Indian leaders felt was against 
the interest of their movement. They were affected by the 
Boer war in much the same way; also the effect of the 
British educational system in India began to be felt. 

The educational system was set up, based very largely 
on the British system, and Indians who acquired degrees 
under that system and attained other educational standards 
found themselves unabie to apply that education profitably 
in obtaining a livelihood in a country as dominantly agricul- 
tural as India. This gave rise to a certain amount of frus- 
tration and to the introduction of a certain amount of 
bitterness into the national movement. 

On the British side, it must be said that they acted with 
the greatest good faith on this educational problem. If 
one reads the utterances of the statesmen of that day— 
both in England and in India—one cannot but come to the 
conclusion that they genuinely felt that they were bestow- 
ing a great benefit on India by giving her the benefit of the 
British educational system. 
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Indian Nationalism Divided 


The growth of the nationalist movement in India had 
repercussions not only as between that movement and the 
British administration but also among various Indian 
groups. The foundation of these two main nationalist 
parties—Hindu and Mohammedan—gradually brought 
about a cleavage; they began to look at. Indian nationalism 
in a different way: the Hindus looked back to the golden 
rule of Hinduism before Akbar; the Mohammedans were 
inclined to see Indian history as enshrined in Mohammedan 
rule under Akbar. The Indian Congress Party being by 
far the larger numerically, made claims to speak for the 
whole of India—which the Mohammedans would not admit; 
and there also came into being the Hindu Mahasabha (an- 
other Hindu party with a conservative bias determined to 
uphold strict Hinduism) and parties organized by the “un- 
touchables” also known as the depressed classes, the Sikhs 
and the Indian Christians. 

And so we have today not only difficulties in reconciling 
the views of Indian Nationalism as a whole with British 
administration but perhaps even more serious difficulties in 
Indian Nationalism itself—as has recently been seen as a 
result of Sir Stafford Cripps’ mission. There was little 
or no agreement between the various Indian political par- 
ties and they were unable to present a united front even 
at this time of great national crisis. 


Viewing India with Western Eyes 

Here again it becomes exceedingly difficult to think of 
recent happenings in India in terms of Western philosophy. 
Mr. Gandhi himself and many of his Hindu followers have 
taken the vow of Ahimsa, under which they cannot take 
life or advocate the taking of life. Therefore they find 
themselves in religious difficulties whenever they think of 
armed resistance to a possible Japanese invasion—which 
results in their policy of non-violence and passive resistance 
—a policy and a religious conviction which would not be 
in any way respected by the Japanese soldiery. 

Recent events in India have tended to focus perhaps too 
much attention on the political side of Indian affairs and 
to leave out of consideration the great masses of the Indian 
people. There are 380 millions of them; roughly 238 mil- 
lions are Hindus, 78 millions Mohammendans, 6 millions 
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Christians, 5 millions Sikhs, and the remainder made up 
of miscellaneous religious groups too numerous to list here. 

In India some 222 different languages are spoken and 
less than 10% of this great mass of people can read or 
write in any one of them. It is of course this 10% of edu- 
cated Indians who are mainly concerned with the Home 
Rule question; the 90%. of the people who can neither read 
nor write are more concerned with making a living than 
they are with political issues. 


Some of India’s Greatest Needs 


The great problem with this mass of the people is pov- 
erty; they are for the most part extremely poor and what- 
ever government finally emerges, its first and greatest task 
will be the raising of the general standard of living among 
these poor people. The next task, which to some éxtent 
dovetails into the first one, is the raising of their education- 
al standards, eliminating from their minds some of the 
superstitions under which they now labour, removing them 
from the worst forms of priest domination and generally 
giving them better and saner outlooks on life. But here 
again this great task can only be accomplished by Indians 
according to Indian philosophy. 

The dream held by some Westerners and by the chur- 
ches of a completely westernized and Christianized India 
is, in my opinion, never likely to be realized. 


India and the Present War 


The great importance of India in this war cannot be 
minimized. The Indian army has been increased from 
150,000 to 1,000,000; it could just as easily be 5,000,000 in 
terms of manpower. Indians are flocking to the allied ban- 
ner just as they did in the last war; recruiting stations are 
jammed all the time with those splendid fighters from the 
North—Pathans, Punjabis, Mussulmans, Sikhs, Ghurkas 
and many other fighting tribes. The great problem is not 
to secure the manpower but to obtain the equipment and the 
training facilities—and in training, the language difficulty 
must always be borne in mind. 

The Indian army can, from Indian industry, be equipped 
now up to something between 80 and 90% in India. Aero- 
planes and motor vehicles of many varieties are being built 
there, high grade steel is being made; and both from a 
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manpower and an equipment point of view, India is a vitally 
important link in the defense and offense of the allied na- 
tions. I had the honour in the last war to fight with Indian 
troops and nowhere in the world have I ever met braver 
men. 

All this war preparation and enthusiasm for the allied 
cause on the part of the fighting races will go on in spite 
of the Home Rule controversy, but, of course, it cannot be 
denied that India would be a stronger country in the face 
of Japanese aggression if the political parties would throw 
their lot whole-heartedly into the struggle as the fighting 
races are doing. There again we must remember that in 
India, as in the North American continent, religion is a 
powerful factor, and who are we to say that the Hindu 
has not a perfect right to think on religious matters as he 
does and to follow the path of non-resistance if his religion 
so dictates, but it is also true that the rest of India objects 
to following Hindu leaders on this all important question. 

It is very obvious that in a short speech only a very 
few of the main points of the Indian question can be touched 
upon and at that only very lightly. 

To sum up, it would seem to me that the greatest need 
in India today is a new leader, a man who can unify India 
as Chiang-Kai-Shek unified China, who can take her along 
with the Allied Nations in the great fight for freedom and 
who, when that fight is won, can lead her into the complete 
freedom of self-government. Self-government is now freely 
open to her, following the recent negotiations by Sir Stafford 
Cripps, when she herself is ready to find the leader and 
tread that road. 
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GLIMPSES OF CURRENT ACCOUNTING LITERATURE 


A Summary Prepared by John Douglas Campbell, 
Chartered Accountant 


BULLETINS 
(1) Cost Accounting 


en No. 15, Volume XXIII, 1st April 1942, pub- 
lished by the National Association of Cost Accountants 
contains two articles dealing with the scheduling of ship- 
ments under priority regulations and the internal audit pro- 
gram for subcontractors—two phases of war production 
which are becoming of increased importance to industrial 
accountants particularly as applied to the present United 
States situation. , 

William H. Franklin in an article, “Scheduling Shipments 
under Priority Regulations,” discusses the difficulties which 
have been encountered by a company manufacturing trac- 
tors due to the government priority regulations covering 
sequence of deliveries and the manner in which such diffi- 
culties have been successfully met. 

The prime problems covered are (1) scheduling, (2) 
keeping distributors informed of the schedule, and (3) 
compiling the statistics necessary for priority applications. 
The system devised to meet the problems has utilized 
punched cards and tabulating equipment. Separate cards 
are prepared for each unit (machine) ordered and the infor- 
mation recorded on the individual card is such as to provide 
the necessary data required for compiling the statistics 
covering priority applications and the weekly reports made 
to distributors indicating the place which their orders 
occupy on the shipping schedule. 

C. Herman Martin in the article, “Subcontracting Ex- 
pands the Internal Audit,” outlines the general nature of 
the internal audit procedures carried on by prime contract- 
ors in regard to transactions involving subcontractors. The 
internal auditing department of the prime contractor has 
found it necessary to expand its program in order to estab- 
lish adequate control over the accounting functions that 
have spread to subcontract plants. 

The article presents a general review of the problems 
which are faced relative to the nature of the subcontracting 
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agreement and designates the auditing procedure necessary 
for verifying and controlling the accounting processes in- 
volved. Certain of the more important problems discussed 
are factory rearrangements, tooling up, product billing, 
operation of the escalator clause, overtime premiums and 
consigned material. 

Bulletin No. 16, Volume XXIII, 15th April 1942, carries 
an article on “Cotton Gin Profit Charts” by W. E. Paulson 
which outlines the detailed procedure followed in the prepar- 
ation of a profit chart which will disclose graphically the 
effect on profits of multiple combinations of fixed capital in- 
vestment and volume weighted by different unit selling 
prices. Although the article presents a thorough exposition 
of the application of the profit chart type of analysis to a 
specific type of business it may be equally well applied to 
other fields. 


ARTICLES 


(1) Accounting Principles 

There were presented at the annual meeting of the 
American Accounting Association a series of papers on the 
“Statement of Accounting Principles Underlying Corporate 
Financial Statements” covering the various concepts of 
cost, revenue and income and capital as applied to account- 
ing principles. The papers on the cost and capital principles 
were each followed by a discussion. The papers presented 
and the attendant discussions are reproduced in the January 
1942 issue of The Accounting Review (Chicago). 

Walter A. Staub presented the paper covering the “cost 
principle” in which he states primarily that most of the 
material presented on the “cost principle” in the statement 
represents commonplace propositions and generalizations 
with respect to which the practising accountant is in agree- 
ment, but which fails to be of the greatest use due to its 
generalized nature. 

Certain specific problems are discussed upon which the 
general cost principle fails to be of use. The problems con- 
sidered deal with the determination of cost, meaning of the 
terms “market” and “realizable value,” and the propriety of 
considering bond discount as a reduction of a legal liability. 

In covering the question of cost applicable to future oper- 
ations (inventory valuation), the adaptability of the last-in, 
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first-out method is stressed as an “endeavour to relate in a 
far seeing and realistic manner costs to resulting revenues 
and especially to give full weight to the continuity and going 
concern nature of any business.” 

W. A. Paton presented the discussion of the paper given 
on the “cost principle” in which he expressed agreement 
with Mr. Staub as to the general nature of the “cost prin- 
ciple” as expressed, but indicated the justification for efforts 
designed to pull together in orderly array, primary assump- 
tions, ideas and postulates “particularly in an area subject 
to the impact of changing economic relations and institu- 
time.” 

The discussion proper covered the questions of time of 
recognition of costs, the basis of measuring costs and the 
periodic separation of costs into the portion to be ahsorbed 
as expenses and losses and the portion to be deferred as 
resources. 

Mr. Paton expresses doubts as to the adaptability of 
“date of acquisition” used in the “statement” in determining 
when costs should be recognized and refers to circumstances 
where accruals of cost are necessary prior to the date when 
the costs are actually incurred. 

The discussion of the basis of measuring costs brought 
bond discount into the arena. In discussing this item the 
significance of a going concern concept is stressed as against 
the liquidation concept. 

The third problem centred around the point of inventory 
valuation, and specific reference is directed to the state- 
ments made by Mr. Staub dealing with the last-in, first-out 
method. The significance of inventory valuation from the 
standpoint of the balance sheet presentation is stressed. 
Mr. Paton points out that in this method there “is a con- 
fusion of income measurement and income administration.” 


(2) Future of Auditing 


A special article appearing in the 4th April 1942 issue 
of The Accountant (London) under the heading “Future of 
Auditing” presents a commentary on the series of articles 
which had been published previously on the same topic in 
The Accountant and which were reviewed in the April 1942 
issue of THE CANADIAN CHARTERED ACCOUNTANT. 

The article points out that although the series referred 
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to satisfactorily outlined the fundamental features of the 
present economic system and the place of the auditor in 
that system, the articles failed clearly. to indicate a neces- 
sary subdivision in the duties of the auditor as between 
his statutory duties and those duties in the wider sphere 
of economic activity which “challenges the position of ac- 
countancy generally under modern conditions.” 

Special problems arising from the statutory duties of 
the auditor are discussed covering the matters of the de- 
gree of detail which should be included in the audit program, 
the general attitude of the auditor towards his work, nature 
and form of published data, and the question of indepen- 
dence. On the grounds that the articles under review appear 
to be founded largely on the audit of accounts of large 
undertakings the deductions drawn covering the detail of 
the audit work and the weight of the auditor’s opinion in 
influencing directors do not necessarily apply equally well 
to the small audit engagement. In discussing the question 
of independence the possibility of state payment of auditors 
is doubted since it does not go to what is considered as the 
root of the problem which is essentially the method of 
voting by shareholders. The suggestion is advanced that 
shareholders be acquainted with full details of all resolu- 
tions and that they be given the right to exercise their 
opinions on such matters other than by proxy. 

In discussing the question of the wider aspects of ac- 
countancy the references made in the articles to taxation 
and the accountant as a business adviser are mentioned 
specifically. The statement that auditors in general are in- 
capable of either conceiving or carrying out the function 
of a business adviser is denied emphatically although the 
question is raised as to whether present training methods 
are sufficient to insure that this valuable service may be 
performed adequately against a changing economic back- 
ground. Specific suggestions are offered, (1) that increased 
attention should be paid in tuition to economics, statistics 
and costing in that the “compleat” accountant should have 
a knowledge of the principles and the organization of the 
business and financial worlds, and (2) that our present tui- 
tion courses should be combined with full-time attendance 
during some part of the apprentice period at a specialized 
educational establishment and that the post-qualification 
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period should be accompanied by occasional refresher 
courses, 

The final portion of the article is devoted to the “dom- 
estic issue” where it is pointed out that although statistics 
indicate a predominant number of older men in the councils 
of the profession there are no bars to prevent at least a 
proportionate representation of more recently qualified 
members. 


(3) Audit Certificate—Value to a Banker 

Ralph D. Withington in an address delivered before the 
Pennsylvania Institute of Certified Public Accountants 
which is reprinted in part in the March 1942 issue of The 
Bankers’ Magazine discusses the value of the outside audit 
to a banker. 

“The value of an audit to a banker depends upon the 
ability of the accountant, his integrity and the extent to 
which he audited the books of the company in question. 
The real value, of course, is that it gives to the banker a 
disinterested picture of the static position of a business as 
of a given date and shows what has taken place in the 
operations of that business for the period covered.” 

The whole of the address revolves primarily around the 
question as to what the banker is to read into the un- 
qualified report presented by the accountant. Reflections of 
the bankers’ practical nature is portrayed throughout in 
the recurring requests advanced for evidences of the actual 
work performed in the audit procedure, 

The following reference made in the address serves to 
illustrate the final suggestion of the speaker that the 
businessman, the accountant and the banker should work 
more closely together: “Let me dismiss what is some- 
times called an audit but is merely a transcribing of the 
customer’s figures on to the stationery of the accountant. 
Such a report is of no additional value to the banker, and 
he should be just as well satisfied with the figures of his 
customer without watermarked stationery and the formid- 
able-looking binder of the accountant.” 


(4) Methods—Billing Accounts 


The February 1942 issue of the Bell Telephone Magazine 
(New York) carries an article, “Bills for 13,000,000 Cus- 
tomers,” by Raymond Brewster, which outlines briefly the 
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procedure of billing utilized by the associated companies of 
the Bell System which has achieved accuracy, promptness 
and clarity. 

The basic material from which the bills are prepared 
is received in central billing centres the centralization of 
which provides for the most efficient organization of the 
billing work and permits the economical use of high capacity 
office machines. The billing is characterized by a “rotation 
billing” basis which makes possible the most economical ap- 
plication of the billing machine and use of the operators. 
It also enables the listing of all toll service and telegram 
charges for the entire monthly period for each customer 
in a single handling. 

A detailed explanation of the nature and operation of 
the billing machine is presented. The entries made on the 
bills through the billing machine are proved in totals 
against control totals, which are prepared prior to posting 
for books of 400 accounts, before the bills are released to 
the customers. The book totals are in turn summarized 
and form the basis for entries to accounts receivable and 
revenue accounts in the general books of the company. 


(5) Accounting Data—Use by Economist 

James L. Dohr in a paper presented at the fifty-fourth 
annual meeting of the American Institute of Accountants 
which was reproduced in Accounting, Auditing and Tazes, 
1941 (New York) discusses the nature of accounting data 
which is available and outlines the possible uses to which 
it might be put by the economist. 

As government regulation enters into the various fields 
of economic activity concerning such aspects as savings, in- 
vestment, wages, unemployment, taxation, technological 
development, etc., the necessity of reliable accounting data 
upon which to base such regulation becomes evident. 

In discussing the question of the adequacy and avail- 
ability of current accounting data for this broader purpose, 
Mr. Dohr points out that, although it appears reasonably 
certain that the data as currently reported is satisfactory, 
inadequate facilities exist at present for the assembly and 
compilation of the necessary accounting data. The sug- 
gestion is offered that “accountants may well urge that 
machinery be provided for the comprehensive collection and 
tabulation of accounting data.” 
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The use which has already been made by economists of 
accounting data is developed by a review of certain of the 
monographs prepared by the Temporary National Economic 
Committee. Certain specific aspects of corporate income 
as to volume, rate, margin, distributions, savings and re- 
investment are each considered in detail. The general con- 
clusion is advanced as to the necessity of a clearer under- 
standing of accounting procedures by the economists indi- 
cating that this is one of the necessary prerequisites for the 
most efficient use of accounting data by economists. 


(6) Internal Audit 


D. F. Houlihan in an article, “Co-ordination between In- 
ternal Auditor and Public Accountant,” published in the 
April 1942 issue of The Journal of Accountancy (New York), 
indicates the direct effect which the internal auditor’s work 
has upon the work performed by the public accountant and 
sets out various ways in which the work of the two can be 
and is being co-ordinated. 


The testing and checking, which the public accountant 
is called upon to perform in order that he might state that 
he has reviewed the system of internal control and account- 
ing procedures, represents the existing link between the 
work of the public accountant and the internal auditor. 


Based on an historic outline of the development of the 
internal check and internal audit as correlated functions 
of the work of the public accountant, Mr, Houlihan states 
that the present duties of the public accountant are essen- 
tially duties of test checking and sampling which are limited 
as to scope within reasonable economic bounds. Although 
the external auditor may satisfy himself as to the sound- 
ness of the principles followed in a system by test checks 
the responsibility for the effective operation of a system of 
internal check falls primarily within the scope of the chief 
accounting officer and the internal auditor of the company. 
The work of the public accountant should be co-ordinated 
with the work of the internal auditor so as to keep a duplica- 
tion of work to a minimum. 


The final portion of the article is devoted to practical 
suggestions of means of co-ordination as between the public 
accountant and the internal auditor covering disbursements, 
payrolls, cash and security counts, accounts receivable, in- 
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ventories, plants and branches and revision of internal 
check. 
(7) Depreciation 

Fred M. Dannenberg in an article, “Depreciation and 
Capital Replenishment,” published in the April 1942 issue 
of The Journal of Accountancy (New York), discusses the 
significance of a changing price level on the periodic pro- 
vision for depreciation from the standpoint of capital con- 
sumption and accumulation. 

Mr. Dannenberg, working on the assumption that the 
periodic depreciation charge to operations represents a re- 
placement provision as against the concept of the cost value 
of services rendered, states that the periodic charge to 
operations should be weighted by the changing price level 
particularly in determining depreciation provisions for 
public utility rate cases. The suggestion is made that the 
charge for depreciation made to operations may be deter- 
mined on a straight line cost basis but that such charge 
should be supplemented if necessary by an additional charge 
to operations to provide for a stabilization reserve to be 
used for replacement of capital assets when such replace- 
ment is made on an increased price level. 


BOOK REVIEW 


Credit Problems in a War Economy by Roy A. Foulke. 
Published by Dun & Bradstreet Inc., 290 Broadway, New 
York, 72 pages. 

The book is divided into two equal divisions. The first 
section outlines concisely the credit problems which have 
arisen to date in the United States war economy and dis- 
cusses the different ways in which these problems are being 
met. The second division, statistical in nature, presents a 
series of ratios representative of business activity in the 
United States for the years 1936 to 1940. 

A preview of the current developments in the industrial 
field forms the basis for the presentation of three broad 
financial and credit problems covering the financing of the 
expanded productive facilities and the correlated working 
capital requirements arising from the expanded war pro- 
duction and the problem which is faced by the mercantile 
creditor in extending trade credit under existing conditions. 
Each of the credit problems raised is dealt with separately 
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and includes in each case a discussion of the different meth- 
ods of credit extension used to solve the credit problem. 

Emergency plant expansion has been financed both from 
private sources and through government assistance either 
directly or indirectly. In the case of private financing the 
capital expenditure may be depreciated in full over a five- 
year period and at the end of such time title to the asset 
remains with the private interest. Where the government 
aids in obtaining the credit required for the war plant ex- 
pansion and reimburses the concern for such expenditures 
over a five-year period, title to the asset at the end of the 
period remains in the hands of the government. Where 
the war plant expansion is carried on directly by the govern- 
ment (Defense Plant Corporation), the capital assets so 
provided are leased to concerns either for a nominal sum 
of $1.00 a year or a rental large enough to cover a fair rate 
of depreciation on the entire cost of the plant during its 
useful life. The latter rental is utilized where the concern 
using the asset is working on both war and private 
contracts. 

The primary point raised in the discussion of the means 
of financing employed in providing the necessary working 
capital requirements for defense production is the signifi- 
cant part which is being played by the commercial banking 
institutions in meeting these requirements. “The greater 
part of working capital financing for war production pur- 
poses is being furnished in this manner by commercial 
banks and trust companies in accordance with recognized 
practices.” 

The first section is rounded out with a short discussion 
of the highlights presented by the ratios which constitute 
the second section of the book. 
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THE BALANCE SHEET AUDIT 


Does It Comply with the Provisions of Section 120 of 
The Companies Act? 


By Helen Orbane, Montreal, P.Q. 


Editor’s Note: Miss Orbane is a student in the Final year of 
training of the Society of Chartered Accountants of the Province 
of Quebec. 


HE term “balance sheet audit” is used in the United 

States to mean in effect “the verification as of a given 
date of the assets, liabilities, capital surplus and all reserve 
accounts, including as incidental thereto such examination 
of the operations as may be necessary to give credence to 
the stated financial condition.” (Accounting Terminology, 
New York, 1931.) 

We, in Canada, are in the position of being influenced to 
a great extent by American practice and, consequently, we 
have come to accept the term “balance sheet audit” to mean 
a verification of the assets and liabilities and a general 
review of the operating statements of a concern which has 
a highly efficient system of internal check. However, Pro- 
fessor Smails in his book Auditing, (Sir Isaac Pitman & Sons 
(Canada) Limited, Toronto, 1940), suggests that the term 
should not be used by Canadian practitioners until it has 
acquired a more technical meaning. He states, “As used by 
Canadian practitioners the term would seem to refer to a 
verification of assets and liabilities existing at a given date 
with little or no verification of the propriety of the transac- 
tions lying behind those assets and liabilities. In this sense 
it does not suffice as the statutory audit of a Canadian lim- 
ited company unless the auditor has such confidence in the 
system of internal check and in the intelligence and in- 
tegrity of the management that he is prepared to certify the 
balance sheet without making any substantial test of the 
transactions entered into by the company or the principles 
observed in recording those transactions.” 

In July 1939 the Superior Court of Quebec dismissed 
the action in the Diamond T. Montreal Limited case. The 
auditors of this company, due to a reduction in the audit fee, 
notified the company that they would make only a balance 
sheet audit at the end of the year, leaving the responsibility 
of the current year’s transactions to the company, and, in 
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1939, the auditors wrote to the company pointing out that 
no system of internal check existed in the office. The Judge 
ruled that the loss arising from the dishonesty of the com- 
pany’s employee Wadsworth was not caused by the alleged 
negligence or incompetence of the defendant auditors but 
was the result of the company’s own negligence. 


More recently in the Guardian Insurance Company case 
the Supreme Court of Canada held that auditors engaged to 
make the statutory audit of a company’s books required by 
section 120 of The Companies Act, 1934 (Dominion), as dis- 
tinct from a special investigation under a special contract, 
are entitled, in the absence of anything calculated to arouse 
suspicion, to presume the honesty of the company’s em- 
ployees and the efficacy of its internal control. 


It was only in The Companies Act of 1917 that first men- 
tion of auditors was made. The Dominion statutes of 1884 
governing the issuance of charters to companies made no 
mention of auditors. Since 1917 up to the present date the 
general requirements of the auditors under the Act have 
remained unchanged with the exception that by section 114 
ot The Companies Act, 1934 the auditors are required to make 
a specified statement on the earnings of holding companies. 
From 1917 to the present date there has been an extra- 
ordinary growth of industry and commerce in Canada. Asa 
result auditing technique has had to be revised in order to 
meet the changing requirements of the business world. 
Consequently, the detailed audit has gradually given place 
to the balance sheet audit except in some of the medium- 
sized and small organizations where it is not possible to 
maintain an efficient system of internal control. 


Subsection (1) of section 120 of The Companies Act, 1934 
reads as follows: 


(1) The auditors shall make a report to the shareholders on 
the accounts examined by them and on every balance sheet laid 
before the company at any annual meeting during their tenure 
of office, and the report shall state 

(a) whether or not they have obtained all the information and 

explanations they have required; and, 

(b) whether, in their opinion, the balance sheet referred to 

in the report is properly drawn up so as to exhibit a true and 

correct view of the state of the company’s affairs according 
to the best of their information and the explanations given to 
them, and as shown by the books of the company. 


The statute does not set forth in detail what course the 
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audit must take. It merely states generally what the audi- 
tor must do. It does not state that a thorough examination 
must be made of each account, but in the opinion of the 
writer it anticipates that the auditor will examine the ac- 
counts to the extent which he deems necessary in order to 
give a fair certificate. 

The Act lays down a statutory duty which the auditor 
has to fulfil but the auditor must use his own judgment as 
to what inquiries, investigations, tests, etc., he will make 
in order to perform this duty. If a fully detailed audit 
were expected by the Act, it would place the onus of dis- 
covering all defalcations on the auditor. However, the Act 
merely asks the auditor to express an opinion, and he is 
found liable by the courts if he has not done sufficient. The 
courts in Canada have generally found fairly and reason- 
ably in favour of the auditor. This would indicate that the 
courts consider that a balance sheet audit fulfils the stat- 
utory obligations of the auditor. 


JUDGMENTS RESPECTING THE INCOME 
WAR TAX ACT 


1. THE MERRITT CASE 


OX 28th April 1942 by a majority of four to one the 
Supreme Court of Canada reversed the decision of the 
President of the Exchequer Court of Canada, Mr. Justice 
Maclean, and upheld the assessment made by the Depart- 
ment of National Revenue. The majority judgment was 
written by Mr. Justice Kerwin and the dissenting Judge, 
Mr. Justice Masten (of the Ontario Supreme Court but sit- 
ting on this case) wrote lengthy reasons for his dissent. 
The taxpayer, as will be recalled, challenged the invoking 
by the assessor of section 19 to assess as income part of 
the share of the purchase price received by the taxpayer 
on the sale of its assets by the company of which she was 
a shareholder. The transaction, out of which the assess- 
ment was made, occurred in 1937 when The Security Loan 
and Savings Company sold all its assets and undertaking 
as a going concern to The Premier Trust Company. 


The Issues 
The sale and purchase took place under the special con- 
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ditions applicable thereto set out in the Ontario Loan and 
Trust Corporations Act. The consideration was not payable 
to the vendor but was payable directly to its shareholders 
at their option either in fully paid shares of the purchaser 
at one and one-half shares for one or $102 cash and one-half 
share for each share in the stock of the vendor held by the 
shareholder. The vendor company had an accumulated sur- 
plus of $212,431.41 at the time of the transaction, no part 
of which was earned in 1935 or in any subsequent year, and 
the Crown sought to tax the whole of this sum against the 
shareholders of the vendor as being a dividend deemed to 
have been received by virtue of section 19. The taxpayer 
challenged the assessment made against her on the basis, 
firstly, that she had received no dividend whether under 
section 19 or otherwise but had received part of the con- 
sideration paid by the purchaser. The second ground for 
appeal was that section 11 of the amendments of 1936, 
which amended section 19 of the main Act, was stated by 
section 22 of the 1936 amendments to be applicable to the 
income of the year 1935 and fiscal periods ending therein 
and of all subsequent periods, and that this meant that 
undistributed income accumulated prior to 1935 would not 
be taxable on distribution. Mr. Justice Maclean had dis- 
agreed with the taxpayer on her first ground and acceded 
to the second, allowing her appeal. 
Findings 

The Supreme Court was unanimous in its agreement 
with Mr. Justice Maclean that the taxpayer had received 
undistributed income and not purchase price as such. The 
purchase price was receivable by the vendor and the options 
were merely convenient ways for the distribution of the 
purchase price by the vendor to its shareholders. The effect 
of section 19, if it applied at all, was to deem that the share- 
holders had received a dividend to the extent that the vendor 
had on hand undistributed income at the time of the sale. 
On the second point the majority of the Court disagreed 
with Mr. Justice Maclean and Mr. Justice Masten. They 
said, via Mr. Justice Kerwin, that “income” as referred to 
in section 22 of the 1936 amendments meant income of the 
taxpayer and not undistributed income of the corporation. 
Consequently if a company in 1935, or subsequently, made a 
distribution deemed to be a dividend under section 19, the 
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dividend was income regardless of when the undistributed 
income had been accumulated by the distributing company. 
In disagreeing, Mr. Justice Masten quoted section 19 as 
enacted in 1936 and read the substance of section 22 in 
immediate juxtaposition thereto. In other words, the 
learned Judge quoted section 19 and then added “and this 
provision shall be applicable to the income for the year 1935 
and fiscal periods ending therein and all subsequent 
periods.” He thought the specific mention of the period 
“1935 and succeeding years,” to which section 19, subsection 
1, was to apply, excluded an unlimited period of accumula- 
tion. The history of section 19 was fully reviewed. 


2. THE WILLIAM RAMSAY CASE 


This was an appeal taken by The Toronto General Trusts 
Corporation as agent for the Trustees of William Ramsay, 
deceased, formerly of Scotland, and judgment was rendered 
by Mr. Justice Maclean on 24th April 1942 dismissing the 
appeal. In 1912 Mr. Ramsay invested $200,000 in a mort- 
gage on Toronto lands which, after divers transfers, became 
vested as to the equity of redemption in Scholes Limited. 
In 1932 an action for foreclosure was commenced but by 
permission of the court an order for sale rather than for 
foreclosure was obtained. The judgment was issued on 
27th April 1932 and directed that, unless Scholes Limited 
paid $141,665.83 before 28th October 1932, the premises 
were to be sold. The sum was not paid but the matter was 
not proceeded with until May 1936 when Scholes Limited 
proposed a consolidation and capitalization of interest and 
principal. An agreement was entered into dated 1st July 
1936, and Mr. Justice Maclean analyzed it in some detail. 


Dispute 


The agreement recited that there was $127,000 owing 
by way of principal and $52,000 for interest. The total of 
$179,000 was referred to as “the consolidated amount of 
principal” and it was payable $1,000 on 1st October 1936, 
and $1,000 quarterly thereafter, the whole balance being 
due on Ist July 1941. Interest was payable in the mean- 
time quarterly at the same times. If default was made the 
extension of time for payment of the principal was to be 
void and the trustees were to be at liberty to take any pro- 
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ceedings that they might see fit to enforce payment of 
principal and interest, or of interest only, as if the agree- 
ment had not been made. After the agreement was made 
there was no further default, and the Crown assessed parts 
of payments aggregating $13,000. The Crown contended 
that income tax was payable on 52/179ths of each quarterly 
payment of $1,000 as being interest. The trustees con- 
tended that principal and interest had been consolidated 
into principal and that accordingly the whole of the $179,000 
had become principal. It was the contention of the Crown 
that section 9B applied and that the Trust Company, as 
agent for the estate should have withheld tax on the in- 
terest remitted to the trustees. 
Judgment 

Mr. Justice Maclean considered several English cases in 
which consideration was given to consolidation or capitaliza- 
tion of interest and stated that it was the agreement itself 
which afforded the foundation for any conclusion to be 
reached. He concluded that the agreement was essentially 
one for the extension of the time for payment of principal 
and interest with a modification of the interest rate. If 
consolidation of principal and interest had been intended, 
involving the creation of a new mortgage principal and 
altering the effect of the judgment and final order of sale, 
it would have been easy to have done so in clear and un- 
equivocal language. He found the language far from show- 
ing a clear intention by the parties to make what is claimed 
to be virtually a new mortgage contract. It was true that 
the agreement stated that the sum of $179,000 was “the 
consolidated amount of principal and interest due at the 
date hereof.” The word “consolidated” was a convenient 
word to employ, but the learned Judge thought it was only 
intended to mean that the extension of the time for pay- 
ments due under the mortgage applied to both principal and 
interest and, therefore, it was convenient to state the aggre- 
gate amount in that way. He thought the word “aggre- 
gate” might have been used just as well as “consolidated” 
and would have more accurately expressed what was in the 
minds of the parties. Finally, as the agreement provided 
that in the event of default the trustees were at liberty to 
proceed under the judgment and final order of sale as if 
the agreement had not been made, this was clear evidence 
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of the intention of the parties not to consolidate the prin- 
cipal and interest in arrears. The Crown and the trustees 
had agreed on a special case in which the statement was 
made that the agreement consolidated interest and prin- 
cipal for all purposes. Mr. Justice Maclean found that there 
was no warrant for using the words “for all purposes.” 


3. THE HIGHWOOD-SARCEE OILS LIMITED CASE 


The appellant company for the taxation year 1935 had 
income of $70,896.13. It claimed as expense the sum of 
$74,011.28 but this was disallowed in large part and the 
appellant appealed from an assessment of $30,254.94 as 
net taxable income. Mr. Justice Maclean, the President 
of the Exchequer Court, dismissed the appeal by judgment 
dated 11th May 1942. 

Nature of Business 

While the reasons for judgment are quite lengthy there 
was only one issue. The income was received from the 
operation of a producing oil well in which the appellant 
had a majority interest. The expenditures were laid out 
in connection with various ventures, each of which was 
carefully considered by Mr. Justice Maclean in an effort 
to determine the true nature of the expenditure with rela- 
tion to the business of the appellant. If the business of 
the appellant was, as it contended, that of trading and deal- 
ing in oil lands, leases, etc., then it would be allowed to set 
off against profits any losses sustained as a result of such 
operations and it would be taxable with respect to any 
profits on the resale of properties which it had purchased. 
The Crown contended that the appellant was engaged in the 
development of prospective oil properties. 

Review of Operations 

The learned Judge examined the letters patent incor- 
porating the company and quoted the first purpose and ob- 
ject which was a very broad clause empowering a search 
for oil and other minerals, the manufacture or refining 
thereof, and trading in oil lands. There was also specific 
power to purchase the shares of other companies and to 
assist such companies in various ways. Mr. Justice Maclean 
reviewed the financial transactions of the company from 
its inception. 
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The company issued shares in 1930 in payment for all 
the properties of its predecessor. Later in 1930 it made 
an agreement with another company which the appellant 
contended was a transaction of loan but which the judge 
construed as a purchase by the appellant of shares in the 
capital stock of the other company. In 1933 it lent small 
sums of money to two separate companies and bought shares 
from and made advances to a third company. The appel- 
lant’s year ended in June 1935 and the expenditures claimed 
as expenses included certain of the amounts which have 
been referred to. The revenue was received from a suc- 
cessful venture whereby the company put up $60,000 for 
the purpose of drilling a well on condition that it receive 
a 65% interest in the well. The well became a producer 
and was known as “Highwood-Sarcee Well No. 1.” Pur- 
suant to its agreement the company was repaid the $60,000 
advanced to the drillers and by virtue of its 65% interest 
in the well received a further sum of $10,896.13 in the 
taxation period under review. In his reasons for judgment 
the learned Judge quoted extensively from the directors’ 
reports to the shareholders for the years 1932 to 1935, 
inclusive. In these reports reference was frequently made 
to the policy of the directors to investigate promising oil 
properties and at the same time to keep the capital of the 
company from becoming depleted. 


Judgment 


Mr. Justice Maclean quoted from the decision in Cali- 
fornia Copper Syndicate v. Harris, 5 T.C., page 159, as stating 
a well-settled principle in dealing with questions on assess- 
ment of income tax, “that where the owner of an ordinary 
investment chooses to realize it, and obtains a greater price 
for it than he originally acquired it at, the enhanced price 
is not profit assessable to income tax,” and the equally 
well-established principle “that enhanced values obtained 
from realization or conversion of securities may be so as- 
sessable, where what is done is not merely a realization or 
change of investment, but an act done in what is truly 
the carrying on, or carrying out, of a business.” Applying 
these principles to the case before him, the learned Judge 
held that the money invested by the appellant in oil leases 
was not made primarily with a view to a resale of its in- 
terest in the well or wells to be developed but to something 
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that would produce a revenue to the appellant. It was a 

case where the appellant was engaged in a trade or business 
for the purpose of profit-making and any profit made was 
subject to the tax. The losses made were clearly capital 
losses and not expenditures incurred for the purpose of 
earning the income and, therefore, not admissible as de- 
ductions. 












TAX CONCESSION TO MINING PROSPECTORS 


On 30th April last, Hon. L. J. Ilsley, Minister of Finance, 
made the following announcement in the House of Com- 
mons, designed to encourage prospecting for base metals 
and strategic war materials. 

Mr. Ilsley: I should like to make a brief announcement 
of a tax concession which will;:be contained in the budget 
and which is designed to encourage prospecting in Canada 
for base metals and strategic materials. Certain of these 
metals, such as tungsten, chromite, molybdenum and man- 
ganese, for example, are vitally necessary in our war equip- 
ment and in manufacturing processes. The demand for 
them may increase sharply. Some present sources of supply 
hinge upon precarious ocean transportation. We must cut 
down wherever possible the risk of failure of supply. It is 
more than possible that we have undiscovered sources of 
these metals right under our very door-steps. It would be 
inexcusable to neglect this possibility, and the government 
has decided to assist in the search for these metals. 

The tax concession, which will be available to both in- 
dividuals and corporations, will be in the form of an allow- 
ance against income for income and excess profits tax pur- 
poses in respect of amounts contributed to prospecting 
syndicates registered with provincial authorities. A person 
may not claim an allowance of more than $500 in respect 
of any one syndicate, and there will be an over-all limit of 
$5,000 on the total amount which one person may claim. 
This would allow a person to participate up to $500 in each 
of ten syndicates. These allowances will be subject to the 
provision that in no case shall the tax saving to any person 
by reason of the allowance exceed 40 per cent of the amount 
of deductions. In addition, in registered prospecting syndi- 
cates it is proposed to allow mining companies and bona fide 
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exploration companies a deduction up to $5,000 for expendi- 
ture in sending out their own prospectors. This allowance 
shall also be subject to the 40 per cent limitation on tax 
saving previously referred to. 


The syndicates and companies would be required to 
satisfy the Minister of National Revenue that they had 
been actively engaged in prospecting for the metals and 
minerals in question under qualified persons during a sub- 
stantial part of the 1942 season, and in the case of syndi- 
cates that they had carried out the purpose for which they 
were formed. An audited statement of expenditure will be 
required. These tax concessions will be given for one year 
only and will apply in respect of income for 1942. I am 
making this statement now because this prospecting should 
begin at once. 


NEW LEGISLATION RESPECTING TAXATION— 
DOMINION AND PROVINCIAL 


Editor’s Note: The information published under this heading in- 
dicates only in general terms the nature of recent legislation of the 
Provincial Governments respecting taxation. For the Tezt of the 
legislation, readers should refer to the respective Acts. A copy of a 
Dominion Statute can be obtained from the King’s Printer, Ottawa, 
and of a Provincial Statute from the King’s Printer of the Province 
concerned. 

To provide information to chartered accountants who are called 
upon by their clients to prepare taxation returns in other provinces, 
The Dominion Association of Chartered Accountants some time ago 
sent to the reference library of each provincial Institute a complete 
set of income tax legislation passed by the various provincial legisla- 
tures, and is keeping this information up to date by sending copies 
of amendments to such legislation as soon as these amendments are 
available for distribution. 

(Continued from May issue) 


Province of New Brunswick 


Chapter 6, Statutes of 1942 
This Act was passed to implement the provisions of an agreement 
between the Dominion of Canada and the Province of New Brunswick 
whereby the Province is to suspend the imposition of in¢ome taxes, 
corporation taxes and taxes on securities for the duration jof the war 
and a certain readjustment period thereafter. The Act provides that 
no Minister of the Crown and no department of governmeit shall 
(a) impose, assess or levy an income tax or a tax on any security 
after 31st October 1941, or 
(b) impose or collect any corporation tax which becomes or be- 
came due and payable after 1st September 1941. 


The Corporations Tax Act 
Under the provisions of Bill No. 11 Statutes of 1942 all sections 


398 





NEW LEGISLATION RESPECTING TAXATION 


of this Act under or by the provisions of which, income or corpora- 
tions taxes or taxes on securities are imposed (save Sections 8 and 
25B) are repealed. Section 8 relates to a tax on the premium paid 
by a person insuring with an insurer not licensed under the provisions 
of The Insurance Act. Section 25B deals with taxes on motor carriers. 
It should also be noted that subsection 3 of Section 13 under which 
telephone companies are to pay the filing fees payable under The New 
Brunswick Companies Act has not been repealed. 


Province of Prince Edward Island 


An Act to Suspend Temporarily the Imposition of Income Tazes, 
Corporations Taxes and Tazes on Securities—This Act authorizes the 
Lieutenant-Governor-in-Council to enter into an agreement with the 
Dominion whereby the Province of Prince Edward Island and the muni- 
cipalities in the Province are to suspend the imposition of income taxes, 
corporation taxes and taxes on securities. The effect of this Act on 
the following tax acts of the Province is summarized hereunder: 


Companies’ Tax Act 

The taxes imposed under this Act are deemed to be license or 
registration fees for the duration of the agreement and are reduced 
to a fixed fee of $25.00 per annum in the case of each company. 

The Personal Property and Special Companies Taxation Act 

Sections 41 to 52 of this Act which relate to the taxes imposed 
on banks, trust companies, insurance companies, chain stores and 
other special classes of companies are suspended. The provision in 
the Act to the effect that any person (who is assessed and taxed on 
the personal property from which the income is derived) is to pay 
only an aggregate amount equivalent to the tax on personal property 
or the tax on income whichever is greater, is also suspended. No tax 
on any security nor any corporation tax which became due and pay- 
able after lst September 1941 is to be collected. No personal property 
tax which became due after 3lst December 1940, so far as such tax 
may be designed as an alternative method of assessing and collecting 
income tax, is to be collected. 


The Income Tax Act of Prince Edward Island 

This Act is suspended until the termination of the agreement. No 
income tax is to be collected on income of the calendar year 1941 or 
any subsequent year during the term of the agreement. In the case 
of any tax on income of a fiscal period of a taxpayer ending in the 
calendar year 1941, the Province is to collect that proportion of the 
tax which the number of days of such fiscal period in the calendar 
year 1940 bears to the total number of days of such fiscal period. 


Province of Quebec 


An Act Respecting an Agreement between the Dominion and the 
Province for the Suspension of Certain Taxes in Wartime—This Act 
authorizes the Provincial Treasurer to sign the agreement with the 
Dominion of Canada whereby the Province agrees to suspend tempor- 
arily the levying and collection of taxes upon incomes and upon 
corporations. The effect of this Act on the following tax acts of the 
Province of Quebec is summarized hereunder. 


Corporation Tax Act 
As from 2nd September 1941 the taxes on the capital of corpora- 
tions and on their places of business, being the taxes contemplated 
by sections 3 to 5 of the Corperation Taz Act are no longer to be 
imposed. No person is freed from the obligation to pay these taxes 
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which became exigible before 2nd September 1941 but every such tax 
which did not become exigible before the said date and which may have 
been collected shall be refunded, without interest, by the Provincial 
Treasurer. 

The taxes on the profits of corporations, being the taxes imposed 
in virtue of Section 6 of the Corporation Tax Act are no longer to 
be imposed on the revenues of any calendar year subsequent to the 
year 1940. Should the fiscal year of a corporation not coincide with 
the calendar year, the tax is to be imposed and collected on the income 
of the fiscal period ended in the calendar year 1941, only in the pro- 
portion which the number of days of such fiscal period in the calendar 
year 1940 bears to the total number of days of such fiscal period. No 
person is to be freed from the obligation to pay taxes on the income 
of any year prior to 1941 but any such tax which may have been 
collected on any other income is to be refunded, without interest, by 
the Provincial Treasurer. 

Quebec Income Tax Act 

The taxation contemplated by this Act is no longer to be imposed 
on the income of the calendar years subsequent to the year 1940. No 
person is to be freed from the obligation to pay taxes on the income of 
any year prior to 1941, but any such tax which may have been collected 
on any other income is to be refunded, without interest, by the Pro- 
vincial Treasurer. 


TABLE OF EXCHANGE RATES 


(Kindly supplied by The Canadian Bank of Commerce, Toronto) 
30th April 15th May 
1942 1942 


U.S. Dollars 10-11% P. 10-11% P. 
Sterling 443-447 443-447 
Australian Pounds 35814 35814 
New Zealand Pounds 360 360 
South African Pounds 443 443 
British West Indian—Dollars . 9270 9270 
India—Rupees 3356 3356 
Hong Kong—Dollars (Custodian 2781 2781 
Straits Settlements— 

Dollars 5226 5226 
Sweden—Kronor 2637 2637 
Switzerland—Francs 2569 2569 


Note: The above currencies are expressed as follows: Pound cur- 
rencies—Canadian cents per unit; Continental currencies and sundry 
British Empire—Canadian cents per i90 units. 
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Amendment of By-Law of Association 


At the annual meeting of The Dominion Association of 
Chartered Accountants held in Vancouver in August 1941 
the suggestion was made that the principle of reciprocity 
of entrance fees between Institutes be enlarged to include 
a single membership fee to be paid to the Dominion Associa- 
tion. At present if a member joins one or more other In- 
stitutes a fee is payable to the Dominion Association by 
each of the Institutes in respect of such member. A com- 
mittee was appointed by the Association to report at the 
final meeting of Council of the Association on 14th August 
and the following resolution in respect to this matter was 
unanimously adopted: 

THAT The Dominion Association of Chartered Accountants 
collect only one annual fee in respect of each individual and 
that the same be collected from the Institute in which the 
individual has the membership of the longest standing. 

The Executive Committee of the Association, on the 
authority of the Council, hereby gives notice that at the 
1942 annual meeting of the Association the following 
amendment of by-law 5 will be submitted: 


RESOLVED that by-law 5 of The Dominion Association 
of Chartered Accountants be amended to read: 

5. Each of the Institutes shall pay to the Association an 
annual fee of $7.00 for each of its members so certified (other 
than honorary members in respect of whom no annual fee shall 
be payable), or $3.50 for each new member so certified if for 
less than six months of the first year; provided, however, 
that only one annual fee shall be payable to the Association in 
respect of each individual member and that the same shall be 
payable by the Institute in which such member has the mem- 
bership of the longest standing. 


Index Figures of Living Costs 


According to the Dominion Bureau of Statistics, the 
cost-of-living index on 1st April 1942 was the same as that 
on 2nd March, namely 115.9. (Previous reference—page 
340 of May issue). 


Tax Convention Between Canada and the United States 


At page 246 of our issue of last April, reference was 
made to the “convention and protocol” signed at Washing- 
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ton on 4th March between Canada and the United States 
for the “avoidance of double taxation and the prevention of 
fiscal evasion in the case of income taxes.” Printed copies 
of this are now available from the King’s Printer, Ottawa, 
at twenty-five (25) cents a copy. 


Accounting fer Ration Coupons 


To meet the many difficulties which have arisen in 
Britain in the physical handling and accounting for millions 
of coupons the banks in conjunction with the Board of 
Trade have evolved a plan designed to greatly simplify the 
procedure. Whereas the former procedure involved the 
counting and checking of coupons three or four times on 
their journey from the ration books of the public to the 
textile mill or the tannery the suggested scheme requires 
that the coupons merely pass from the retailer to his banker 
where they are replaced by certified transfer orders. The 
bank will operate for every trader a separate checking ac- 
count for a given type of coupons. Such accounts of course 
may not be overdrawn. 


Dominion Income Tax Collections 


Collections of income tax for the fiscal year ended 31st 
March 1942 as reported by The National Revenue Review 
amounted to $652 millons which represent an increase of 
$380 millions over the sum collected in the previous year. 
The advancement of the payment date for personal income 
tax by one month and the operation of the instalment pre- 
payment plan must be taken into consideration in weighting 
this increase. 

Taxes levied on corporations produced $318 millions, on 
individuals $193 millions, while $107 millions were raised 
by National Defence Tax and about $28 millions from non- 
residents. 





LEGAL DECISIONS 


LEGAL DECISIONS 


[Editor’s Note:—The following are brief summaries of recent 
decisions of the Canadian Courts as taken, by the kind permission of 
the Canada Law Book Company, from the Dominion Law Reports. In 
each case reference is made to the volume of the Reports where the 
full judgment may be found. It should be kept in mind that the de- 
cisions given may not in every case be final.] 


Taxes—Legal expenses in successful defence of trade mark 
infringement action—Capital or revenue nature 


(Kellogg Company of Canada Ltd. v. Minister of 
National Revenue) 


Exchequer Court of Canada 


Expenses incurred by a company in successfully defend- 
ing an action against it and one of its customers (whose 
defence it undertook) for damages or, alternatively, for an 
account of profits for infringement of a trade mark in 
respect of the sale of one of its products to the customer 
and the latter’s resale thereof, are deductible from the 
company’s income for income tax purposes as being ar ®x- 
penditure properly attributable to revenue, and not 
capital. Such expenditure was not made “once and for a!"’ 
with a view to bringing a new asset into existence, nor did 
it bring into existence an enduring benefit to the company’s 
trade, since the litigation merely resulted in the judicial 
affirmation of an advantage already possessed by the com- 
pany; nor could it be said to have been incurred for the 
purpose of earning future profits. The expenditure was not 
made voluntarily but was forced on the company to main- 
tain its trading and profit-making position in respect of its 
sale of the product in question.—[1942] 2 D.L.R. 337. 


Companies—Contract made by director—Actual or 
ostensible authority of—Company taking benefit of contract 


(Keystone Shingles € Lumber Ltd. v. Moody Shingles Ltd.) 


British Columbia Court of Appeal 


Pursuant to an arrangement between defendant shingle 
manufacturing company and T, a creditor, the company 
manufactured T’s logs into shingles and sold them in its 
own name, the proceeds being paid to T and the amount 
thereof credited to defendant. Pursuant to the arrange- 
ment defendant’s mill was managed by L, one of its direc- 
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tors, who had formerly been its managing director, and 
during the course of the transaction L ordered a quantity of 
shingles from plaintiff company (with which defendant com- 
pany had not previously dealt) to fill an order for a cus- 
tomer, there being an insufficient quantity of T’s shingles on 
hand. Subsequently L as “director” accepted plaintiff’s 
draft on defendant company. Defendant company repudi- 
ated liability on the ground that as a mere director L was 
without actual or ostensible authority to pledge its credit. 

Held, by allowing L to occupy the position of manager, 
defendant company rendered itself liable, and, moreover, 
having accepted the benefit of the contract it could not 
repudiate it— [1942] 2 D.L.R. 311. 


Taxes—Winding up, discontinuance or reorganization of 
business of a company—Tax on undistributed income 


(re Emily L. Merritt case) 
Supreme Court of Canada 


The sale by a company of all its assets and undertaking 
as a going concern to another company, the consideration 
being the allotment to the shareholders of the vending com- 
pany of shares in the capital stock of the purchasing 
company or, at the shareholders’ option, payment partly in 
cash and partly in such shares, is a “winding up, discon- 
tinuance or reorganization of the business” of the vending 
company within the meaning of s. 19(1) of the Income War 
Tax Act, R.S.C. 1927, c. 97 (am. 1936, c. 38, s. 11), and in- 
volves the distribution of its property among its share- 
holders, even though through the medium of the purchasing 
company. 

In virtue of s. 19(1), as amended by s. 11 of the Act of 
1936, such part of the property so distributed as was un- 
distributed income of the company is subject to income tax, 
including such undistributed income as was earned before 
1935. The word “income” in s. 22 of the Act of 1936, which 
provides that s. 11 (inter alia) “shall be applicable to the 
income of the year 1935 and fiscal periods ending therein 
and of all subsequent periods,” refers to the income of the 
taxpayer, and not to the undistributed income of the com- 
pany whose business is wound up, discontinued or reorgan- 
ized. (Masten J.A. (ad hoc) dissents on this question).— 
[1942] 2 D.L.R. 465. 

404 





PROVINCIAL NEWS 


PROVINCIAL NEWS 


SASKATCHEWAN 
REGINA 

On Thursday, 30th April 1942, the Regina Chartered 
Accountants’ Club held a dinner meeting and theatre party 
to which the ladies were invited. Mr. H, F. Thomson, K.C., 
addressed the gathering after dinner on the subject of 
“Canada’s War Effort.” 

Mr. Thomson is chairman of the Regina Victory Loan 
Committee, as well as being active in other patriotic or- 
ganizations, and therefore had a wealth of information at 
his command which is not ordinarily available to the public. 
Many of his facts regarding production of war supplies by 
Canada were startling, and of particular interest to char- 
tered accountants was the information that costs on certain 
kinds of equipment were as low as one-third of the cost of 
production in other countries. 

Mr. Bill Vickers was master of ceremonies for the oc- 
casion and led the group in some inspiring patriotic songs. 

On leaving the banquet hall the guests attended the 
Metropolitan Theatre in a body, where seats had been re- 
served to see “The Fleet’s In.” 

Many members voted this meeting a fitting conclusion 
to a very successful 1941-42 season for the club. 


PERSONALS 


According to a notice received by The Dominion Associa- 
tion of Chartered Accountants from the Institute of Char- 
tered Accountants of Ontario, Harry Jordan and Harvey 
Millman, practising under the name of Jordan and Jordan, 
Toronto, have been suspended from the membership of that 
Institute for a period of six months from 2nd April 1942. 


Messrs. Bauman, Freedman & Company, chartered ac- 
countants, announce the removal of their offices to the 
Tramways Building, 159 Craig Street West, Montreal. 

Mr. C. N. Knowles, chartered accountant, announces that 
he has moved to Rooms 1210-11, 231 St. James Street West, 
Montreal, P.Q. 

David A. Gilman, member of the Institute of Chartered 
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Accountants of Manitoba, announces that he has opened an 
office for the practice of his profession as a chartered ac- 
countant at 232 Curry Building, Winnipeg, Manitoba. 

Announcement was made on 7th May by the Wartime 
Prices and Trade Board that Maurice Samson had been 
made an assistant to the chairman, Donald Gordon. Mr. 
Samson, a member of the Society of Chartered Accountants 
of the Province of Quebec, was one of the first administra- 
tors appointed by the Board and has served as Hides and 
Leather Administrator since 3rd October 1939. Mr. Sam- 
son now takes on enlarged duties as an adviser to the Board 
on matters affecting industry particularly in the Province 

Nash & Nash, of Edmonton, announce that they have 
taken W. Robert H. Nash, chartered accountant, into part- 
nership as from Ist January 1942. The firm will continue 
its practice under the name of Nash & Nash. 


OBITUARY 


The Late Henry D. Creighton 


The Institute of Chartered Accountants of Nova 
Scotia announces with deep regret the death on 
14th April 1942 of Henry D. Creighton at Dart- 
mouth, Nova Scotia. 

The late Mr. Creighton, a former Assistant In- 
spector of Income Tax, was admitted to the Institute 
in 1914 and, following his return from overseas after 
the First Great War, served faithfully as Secretary- 
Treasurer of the Institute for fifteen years. Upon 
his retirement as Secretary-Treasurer in 1935 he 
was elected to the office of President for the fol- 
lowing year. 

Mr, Creighton was also well known in the pro- 
fession throughout Canada, having been President 
of The Dominion Association of Chartered Account- 
ants during the year 1921-22, and Secretary of the 
Association for the year 1929-30. 

To his wife and family, the Institute extends 
its sincere sympathy. 
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R. G. H. SMAILS, C.A., Editor 


NOTES AND COMMENT 

It would be interesting to compile a list of those observa- 
tions in directors’ and auditors’ reports to shareholders 
which constituted side lights on history and revealed the 
progressive stages by which the axis powers had extended 
the tentacles of their new era of salvery and destruction. 
The latest example of this is contained in the annual state- 
ment of the Ford Motor Company of Canada, Limited, in 
which the president tersely remarks that “Ford Motor 
Company of Malaya, Limited, Singapore having ceased oper- 
ations owing to enemy occupation, the book value of the com- 
pany’s investment in that subsidiary has been reduced to 
$1.00.” The auditors’ reference to recent events in the far 
east enters under s. 114: “We report that net profits of 
subsidiary companies for the year ending 3lst December 
1941 have been taken into account only to the extent of 
dividends received. The combined profits of the subsidiary 
companies, excluding the profit earned by Ford Motor Com- 
pany of Malaya, Limited, were in the aggregate in excess 
of such dividends.” We are apt to think of the cost of 
this war as the cost of fighting it. An equally important 
item of cost is the wastage and destruction of equipment 
and man-power which but for the war would have been 
contributing to the welfare of mankind by producing in 
ever increasing quantities at ever diminishing cost those 
goods and services which contribute to the living of a decent 
and happy life. Let us never leave this item out of our 
account with Hitler even though Canada so far has been 
spared the physical incidence of losses of this kind. 

bd - oe 


The term “standard cost” is used in a great variety of 
senses but presumably any system of standard costing in- 
volves the formulation of some sort of standard prices and 
some sort of standard quantities. The precise significance 
of variances of actual cost from standard cost will differ 
according to the nature of the standards, but unless price 
variances are somehow segregated the quantity or efficiency 
variances will not have a great deal of meaning. As the 
principal purpose of standard costing is the maintenance 
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of production efficiency the essential thing would seem to 
be to use somewhat inflexible price standards so that over 
long periods of time like dollar values will represent like 
physical quantities of the elements put into process. It is 
a simple matter at any time to prepare ratios of these 
arbitrary prices to current prices and by means of these 
ratios to revalue inventories at current prices. 


1 * * 


STUDENTS’ ASSOCIATION NOTES 


ONTARIO 

The annual meeting of the Chartered Accountants Stu- 
dents’ Association of Ontario was held 30th April at the 
Granite Club, Toronto, with Mr. E. A. Welch, President, in 
the chair. The following were elected officers of the Asso- 
ciation for the year 1942-43: K. W. Ball, President; N. F. 
Sherwood, Vice-President; J. G. Simonton, Secretary; L. E. 
Johnston, Treasurer; F. L. DeGuerre, J. E. Hall, R. E. L. 
Lindsey, J. M. Page, J. C. Sutherland, J. C. Tinkham and 
W. N. Willoughby. 

After the business of the evening had been contracted, 
Captain R. G. Cavell, an authority on the British Empire, 
gave an interesting and informative address on “The Back- 
ground of the Indian Problem.” The text of this address 
appears elsewhere in this issue. 

The meeting was entertained by the cast of the patriotic 
Revue, “Pull Together Canada,” who gave a number of the 
songs and one skit about the morale of “Anytown.” During 
the intermission Mr. C. P. Haynes, Chairman of the Young 
Men’s Section of the Toronto Board of Trade, spoke about 
“Morale—the secret weapon that will win the war.” 

He said in part: “Tremendous quantities of the imple- 
ments of war are essential, but we should not put all our 
faith in them. It takes teamwork—the keystone of morale; 
human nature is the biggest bottle-neck. There is no pro- 
duction problem that is not people. If we start tomorrow by 
taking a few minutes out to see if we are playing the game 
honestly and unselfishly, with thought for the other fel- 
low—then we’re taking our first step towards improving 
Canada’s morale. It’s an all-out war; let’s use every weapon 
available; fight to bring real teamwork into your office or 
factory; fight to unite our nation. Today is the day to 
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serve and give. Every Man-Jack of you must realize that 
a real morale is the only thing with which to fight graft, 
buckpassing, extravagance and the current “Don’t-give-a- 
hoot-in-Hell” attitude. If our national war effort is going 
to carry us to ultimate victory, it must have character. 
Today is the day your best is needed, let’s get into high 
gear; merely working and buying a few War Stamps is not 
sufficient when other men are dying. Don’t say it’s the 
government’s job and that they should tell me what to do. 
Start your campaign now to discourage scare buying, hoard- 
ing, chiseling, rumour spreading and buckpassing. Smile— 
don’t worry about “Number One,” help Canada to win her 
rightful destiny. 

“We’re not going to be caught like sleepy Pearl Harbour, 
fun-loving France or that figment of wishful thinking— 
Singapore. For Morale-Rearmament is our victory cry— 
let’s use it!’ 

Among the guests present were Kris A. Mapp and A. H. 
Carr of The Dominion Association of Chartered Account- 
ants, J. F. Gibson, President, F. C. Hurst and R. R. Grant, 
Vice-Presidents and other officers of the Institute of Char- 
tered Accountants of Ontario. 


* * 


PROBLEMS AND SOLUTIONS 


EXAMINATIONS OF THE PROVINCIAL INSTITUTES 


Solutions presented in this section are prepared by practising 
members of the several provincial Institutes and represent the personal 
views and opinions of those members. They are designed not as 
models for submission to the examiner but rather as such discussion 
and explanation of the problem as will make its study of benefit to 
the student. Discussion of solutions presented is cordially invited. 


PROBLEM I 
INTERMEDIATE EXAMINATION, DECEMBER 1941 


Accounting I, Question 3 (15 marks) 

X of Winnipeg has certain materials on hand suitable for manu- 
facture into finished goods with a ready market in South America. 
By arrangement with Y of Vancouver he ships $3,000 of these materials 
to Y who proceeds to manfacture the finished goods required. Y pays 
the rail charges on the shipment of $231 and cartage of $7 on arrival. 
Cost of manufacture amounts to $2,031 and ocean freight of $381 is 
advanced by Y. Profits of the venture are to be divided equally, but 
Y is to be reimbursed before making settlement with X. 
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In order to finance the venture X and Y make drafts on one 
another for $2,000 each which they discount at their respective banks, 
the charges being borne personally. 

Z, the agent in South America, advises Y that he has paid $42 
cartage, $286 duty and $72 for advertising. Two months after the 
receipt of the goods Z writes Y that he has sold part of the shipment 
for $3,300 and encloses a bank draft for the net proceeds less the 
agreed 10% selling commission. Y, on receipt of the money, meets 
his draft discounted at X’s bank and due on the same day. X at the 
same time honours his draft also due. One month later Z sends a 
final settlement to Y for the remainder of the goods sold for $4,100 
when Y settles with X. 


Required: 
Show the journal entries in the books of Y for the above transac- 
tions. 


SOLUTION 


BOOKS OF Y 


Joint venture X and Y 
x 
Materials contributed by X 
Joint venture X and Y 
Cash 
Rail charges $231 and cartage $7 on materials inward 
from X 
Joint venture X and Y 
Manufacturing (Control a/c) 
Cost of manufacturing finished goods from materials 
supplied by X 
Joint venture X and Y 
Cash 
Paid Ocean Shipping Co. for freight 
Bills receivable 


Bills payable 
Accommodation drafts drawn to finance venture 
Cash 
Bills receivable 
X’s draft discounted (charges ignored) 
Joint venture X and Y 


Charges paid by South American agent— 
duty $286, cartage $42, advertising $72 


Joint venture X and Y 
Partial sale of goods for 
Commission retained by Z, 10% 


Charges now reimbursed 


Bills payable 
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Payment of accepted draft with X due today 
Cash 
Joint venture X and Y 
Sale of balance of goods by Z 
Sale price 
Less commission at 10% 


Joint venture X and Y 
x 
Profit from joint venture . 
Equal division with X of the profit on South America 
joint venture 


PROBLEM Il 
FINAL EXAMINATION, DECEMBER 1941 


Accounting I, Question 1 (35 marks) 

The Sparko Bottling Company Limited commenced business on 
ist January 1939, taking over the business of a predecessor company. 
The company’s bankers have asked for a report on the trend of the 
company’s affairs and an analysis of the financial position as at 31st 
December 1940. You have been appointed to do this work and have 
obtained the following information: 

1st 31st 31st 
January December December 
1939 1939 1940 


Assets 


Cash on hand and in bank 45,000 $ 18.500 $ 10,500 
Accounts receivable 290,000 325,000 475,000 
Advances to customers for equipment 150,000 475,000 630,000 
Stock in trade 220,000 250,000 260,000 
Bottles and cases 200,000 195,000 180,000 
Plant 2,400,000 2,520,000 2,630,000 
Deferred charges 35,000 35,000 35,000 
Promotion expense 31,500 79,500 
Goodwill 350,000 350,000 350,000 


$3,690,000 $4,200,000 $4,650,000 


Liabilities 

Accounts payable and accrued 

charges $ 261,000 $ 353,400 
Bank loan 300,000 350,000 
First mortgage bonds, due 1948 .... 500,000 500,000 500,000 
Capital stock 2,500,000 2,500,000 2,500,000 
Surplus 78,100 142,600 
Reserve for bad debts 35,000 60,000 


Reserve for income and excess profits 
taxes 60,900 144,000 


Reserve for depreciation 365,000 465,000 600,000 


$3,690,000 $4,200,000 $4,650,000 
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1939 1940 
$2,100,000 $2,640,000 
Cost of sales 1,155,000 1,344,000 
Selling and delivery expenses 338,500 542,700 
Administrative expenses 159,600 168,000 
Bank interest 15,400 22,600 
Bond interest 35,000 35,000 
Provision for bad debts 21,000 24,000 
Provision for depreciation 147,000 151,200 
Provision for income and excess 
profits taxes 60,900 144,000 
Profit on disposal of fixed assets ... 10,500 6,000 
Dividends paid 100,000 150,000 
You are satisfied with the valuations expressed by the foregoing 
balance sheet figures and with the profit and loss account amounts 
except for the following: 


(a) Advances to customers with which they have purchased equip- 
ment to sell the company’s product are not secured and, as a 
matter of policy, are not being collected. The value of these 
advances cannot be determined. 


The company purchases bottles and cases at $1.00 per unit 
and sells them to customers at 50 cénts per unit. They are 
returnable by the customers, if they wish, at the same price. 
The company has inventoried all containers on hand at each 
year end and valued them at $1.00 per unit for balance sheet 
purposes. It has been agreed that you will adjust this by 
reducing the valuation at 1st January 1939 to $100,000 and 
increasing goodwill account to $450,000. The necessary ad- 
justment in each year’s profit and loss account is to be 
made in selling expense. 


(c) Promotion expense represents expenditure in the United States 
in an effort to popularize the company’s product there. The 
results to date have been negligible. 

Plant accounts have been properly kept and the necessary de- 

preciation reversals on sales and disposals have been made. 


Required: 

Prepare whatever statements you consider necessary for the in- 
formation of the bankers, and indicate any items to which you would 
make specific reference in your report. Do not work out any per- 
centage calculations but indicate where these would go on your state- 
ments if you consider them necessary. 


SOLUTION 
THE SPARKO BOTTLING COMPANY LIMITED 


Comparative Profit and Loss Accounts 
For Years ending 3lst December 1939 and 1940 


% to 
1939 Sales 
$2,100,000 $2,640,000 
1,155,000 1,344,000 
Gross Profit $945,000 $1,296,000 
Selling and delivery expenses 336,000 535,200 


$609,000 $760,800 
Administrative expenses .... 159,600 168.000 


Provision for bad debts .... 21,000 24,000 
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180,600 192,000 


428,400 568,800 
Bond interest 35,000 35,000 
Bank interest 15,400 22,600 
50,400 57,600 
Net operating profit 
before depreciation .... 378,000 511,200 
Provision for depreciation .. 147,000 151,200 
Net operating profit 231,000 366,000 
Deduct: Promotion 
expenses written off ... 31,500 48,000 
199,500 312,000 
Add: Profit on disposal 
of fixed assets 10,500 6,000 


Net profit before income 

taxes 210,000 318,000 
Provision for income and 

excess profits taxes 60,900 144,000 
$174,000 


Net profit for year $149,100 


Surplus Account 
Balance at beginning of year $ $ 49,100 
Net profit for year as above 149,100 174,000 


149,100 223,100 
Less Dividends paid 100,000 150,000 


$ 49,100 


THE SPARKO BOTTLING COMPANY LIMITED 


Comparative Balance Sheets 
As at Ist January 1939 and 31st December 1939 and 1940 


As at As at As at 
1st Jan. 31st Dec. 31st Dec. 
1939 1939 1940 


Cash on hand and in bank $ 45,000 $ 18,500 $ 10,500 
Accounts receivable, less reserve for 

debts 265,000 290,000 415,000 
Stock in trade 220,000 250,000 260,000 
Bottles and cases 100,000 97,500 90,000 


Total current assets 630,000 656,000 775,500 


Advances to customers for equipment 150,000 475,000 630,000 
Plant 2,400,000 2,520,000 2,630,000 
Less Reserve for depreciation .. 365,000 465,000 600,000 





2,035,000 2,055,000 2,030,000 


Deferred charges 35,000 35,000 35,000 
Goodwill 450,000 450,000 450,000 
$3,300,000 $3,671,000 $3,920,500 
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Liabilities 
Accounts payable and accrued 


charges $ 300,000 $ 261,000 $ 353,400 


Bank loan 300,000 
Reserve for income and excess profits 
60,900 


Total current liabilities 300,000 621,900 
First mortgage bonds (1948) 500,000 500,000 
Capital stock 2,500,000 2,500,000 

49,100 


THE SPARKO BOTTLING COMPANY LIMITED 


Statement of Application of Funds 
For Years ending 31st December 1939 and 1940 


Funds provided: 1939 
Net profit for year $149,100 
Add: Expense not requiring outlay of funds— 

depreciation on plant 147,000 


Funds applied: 
Advanced to customers to enable them to 
purchase equipment to sell Company’s product $325,000 
Net additions to plant 167,000 


492,000 
Dividends paid 100,000 


$592,000 
Excess of funds applied over funds provided $295,900 
Accounting for the decrease in working capital as 
follows: 
Increases in current assets 
Increase in current liabilities 
Net decrease in working capital 
THE SPARKO BOTTLING COMPANY LIMITED 
WORKING FIGURES 
Bottles and cases 
On hand at end of each year—book value .... $195,000 
Reduce by 50% 97,500 
Debit goodwill 100,000 
Credit selling expense 2,500 
Selling expense per books 338,500 


Adjusted selling expense $336,000 
Plant Accounts 
Depreciation 
At beginning of year $365,000 
Provision 147,000 


512,000 


$296,100 


350,000 
144,000 


847,400 


500,000 
2,500,000 
73,100 


—————_-¢ ——_____ en 
$3,300,000 $3,671,000 $3,920,500 


1940 
$174,000 


151,200 
$325,200 
$155,000 

126,200 


281,200 
150,000 


$431,200 


$106,000 


$119,500 
$225,500 
$106,000 


$180,000 
90,000 


7,500 
542,700 


$535,200 


$465,000 
151,200 


616,200 





STUDENTS’ DEPARTMENT 


At end of year 465,000 600,000 


Reversals 47,000 16,200 
Net additions to plant 120,000 110,000 


Adjusted additions $167,000 $126,200 


PROBLEM III 
FINAL EXAMINATION, DECEMBER 1941 


Accounting I, Question 4 (15 marks) 


A cloak manufacturing concern, turning out but one grade of 
cloaks, claims to have been robbed on the night of 16th April 1941 
and forthwith files a claim under a burglary insurance policy it was 
carrying. 

The proof of the loss filed by the assured contained two items, 
namely, 300 cloaks valued at $12,000, and 1,000 yards of silk stated 
to be worth $1,500. 

The insurance company, being notified of the loss, immediately 
ordered an inventory to be taken, which was done on the morning 
of the 17th and disclosed the following: 

1,250 cloaks 

6,250 yards of cloth 

2,500 yards of silk 

On the same day you were called in by the insurance company to 
examine the books for the purpose of proving or disproving the claim, 
when the following information was obtained: 

(1) That a complete inventory had been taken on list January 
1941 of the cloaks, cloth and silk on hand at that date, the 
inventory sheets of which had subsequently been lost or 
destroyed. However, the books showed that the total valua- 
tion was $32,675, and the firm’s representatives assured you 
that this was correct and that the inventory had been properly 
valued at cost prices, which had not fluctuated since. 

(2) That the cloth and silk purchases subsequent to Ist January 
1941 had amounted to 18,750 yards of cloth and 5,000 yards 
of silk at prices of 50 cents and $1 per yard of each fabric 
respectively. 

(3) That 3,000 cloaks had been manufactured during the same 
period, which had consumed 20,000 yards of cloth and 5,000 
yards of silk, while 4,500 cloaks had been sold. 

You were further informed that the manufacturing cost was as 

follows: 
Material $5.00 per garment 
Labour and other expenses 3.50 per garment 


$8.50 per garment 


Write a report to the insurance company setting out your findings. 
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SOLUTION 


The Casualty Insurance Company, 
Anywhere, 
Canada. 


Dear Sirs, 

In accordance with your instructions I have obtained certain in- 
formation from the records of Cloak Manufacturing Company and have 
thereby been enabled to calculate the amount of loss apparently suf- 
fered by this Company in the alleged robbery on the night of 16th 
April 1941. 

My findings are as follows: 


CLOAKS 
Number of cloaks on hand per inventory of 17th April 1,250 
Add: Number of cloaks sold in period 1st January to 
17th April 1941 


Less: Number cloaks manufactured in period 1st Jan- 
uary to 17th April 1941 . 


Number of cloaks that would have been on hand on 
ist January 1941, making no allowance for 
those lost by robbery 


The manufacturing cost of these cloaks has been 
ascertained to be $8.50 per garment giving an as- 
sumed valuation of cloaks on hand on Ist January, 
1941, of $23,375, if there had been no robbery. 


CLOTH 
Cloth on hand per inventory of 17th April 6,250 yards 
Add: Cloth used in manufacture in period lst January 
to 17th April 1941 20,000 yards 


26,250 yards 


Less: Cloth purchased in period lst January to 17th 
April 1941 18,750 yards 


Cloth that would have been on hand on Ist January 
1941, making no allowance for loss by 
robbery 7,500 yards 
The cost of cloth as ascertained from purchase 
invoices and other data is 50c per yard, giving an as- 
sumed valuation of cloth on hand at 1st January 1941 
of $3,750 if there had been robbery. 


SILK 
Silk on hand per inventory of 17th April 1941 2,500 yards 
Add: Silk used in manufacture in period 1st January 
to 17th April 1941 5,000 yards 


7,500 yards 


Less: Silk purchased in period 1st January to 17th 
April 1941 5,000 yards 
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Silk that would have been on hand on Ist January 
1941, making no allowance for loss by rob- 
bery 2,500 yards 
The cost of silk as ascertained from purchase invoices and 
other data is $1.00 per yard, giving an assumed valuation of silk 
on hand at 1st January 1941 of $2,500 if there had been no robbery. 


Recapitulation 
The records of the company show that the total inventory 
valuation of cloaks, cloth and silk at lst January 1941 was $32,675, 
but no details of the division of this amount are available. How- 
ever, from the foregoing data it is a reasonable assumption that 
a loss of stock has occurred as follows: 


Value of stock actually on hand at Ist January 1941 
per company’s records $32,675 
Assumed value from foregoing ,figures 


29,625 


Assumed loss between last January 1941 
and 17th April 1941 $ 3,060 


It is evident that the company’s claim is not correct. Even 
if the quantities stated by them were supported by the records the 
valuations they have claimed are in excess of the determined costs. 
A proper valuation of their loss, based on the quantities claimed 
by them would be: 


Cloaks 300 @ $8.50 
Silk 1,000 yds. @ $1 per yard 


This is in excess of the amount as determined by me from the 
records, as set forth above, by $500. 
Yours very truly, 


CORRESPONDENCE 


Editor, The Students’ Department. 
Dear Sir: 
Property in Enemy Territory 


A student recently inquired in regard to a question 
which appeared on one of the Final examination papers of 
December 1941. The question was: 


Indicate how each of the following should in your opinion be 
classified on the balance sheet. Where necessary state briefly the 
variations in circumstances which would influence your decision, 
and the nature of any additional information you would require. 
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(1) Investment in plant and equipment of a branch located 
in enemy or enemy-occupied territory 


(2) Investment in working capital of a branch located in 
enemy or enemy-occupied territory. 

This particular situation has been dealt with in a number 
of ways but the best practice would be to show the assets, 
less liabilities of the branches under a separate caption 
outside and below the current assets, somewhat as follows: 


Net assets of~asanches located 
in enemy Or enemy-occupied territory (according to latest 
report, namely (date) ) 
Cash, receivables, inventories, etc. ... $XXXXxx 
Plant and equipment, less depreciation XXXX 


$xxxxx 
Less Liabilities of the branches .... XXXX 


$xxxxx 
Less Provision for loss thereon XXXX $ 


The question of liabilities presents some difficulty but in 
the treatment suggested above it has been assumed that 
the liabilities of the branches would be paid out of the pro- 
ceeds of the assets of the branches. Under present exchange 
restrictions the company would not be permitted to transfer 


funds to the branch even if there were a deficiency. 
Yours truly, 
Chartered Accountant 








